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INTRODUCTION

This document,! prepared by the staff of the Joint Committee on
Taxation in consultation with the staffs of the House Committee on
Ways and Means and the Senate Committee on Finance, provides
an explanation of tax legislation enacted in the 109th Congress.
The explanation follows the chronological order of the tax legisla-
tion as signed into law.

For each provision, the document includes a description of
present law, explanation of the provision, and effective date.
Present law describes the law in effect immediately prior to enact-
ment. It does not reflect changes to the law made by the provision
or subsequent to the enactment of the provision. For many provi-
sions, the reasons for change are also included. In some instances,
provisions included in legislation enacted in the 109th Congress
were not reported out of committee before enactment. For example,
in some cases, the provisions enacted were included in bills that
went directly to the House and Senate floors. As a result, the legis-
lative history of such provisions does not include the reasons for
change normally included in a committee report. In the case of
such provisions, no reasons for change are included with the expla-
nation of the provision in this document.

In some cases, there is no legislative history for enacted provi-
sions. For such provisions, this document includes a description of
present law, explanation of the provision, and effective date, as pre-
pared by the staff of the Joint Committee on Taxation. In some
cases, contemporaneous technical explanations of certain bills were
prepared and published by the staff of the Joint Committee. In
those cases, this document follows the technical explanations.

Part One of this document is an explanation of the provision re-
lating to the acceleration of the income tax benefits for charitable
cash contributions for the relief of victims of the Indian Ocean tsu-
nami (Pub. L. No. 109-1).

Part Two is an explanation of the provision relating to the exten-
sion of the Leaking Underground Storage Tank Trust Fund financ-
ing rate (Pub. L. No. 109-6).

Part Three is an explanation of the provision relating to the tax
treatment of certain disaster mitigation payments (Pub. L. No.
109-7).

Part Four is an explanation of the provisions of the Surface
Transportation Extension Act of 2005, Parts I—VI (Pub. L. Nos.
109-14, 109-20, 109-35, 109-37, 109—40, and 109-42), relating ex-
tensions of the Surface Transportation Act.

Part Five is an explanation of the energy tax policy incentive
provisions of the Energy Policy Act of 2005 (Pub. L. No. 109-58)

1This document may be cited as follows: Joint Committee on Taxation, General Explanation
of Tax Legislation Enacted in the 109th Congress (JCS-1-07), January 17, 2007.
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relating to electricity infrastructure, domestic fossil fuel security,
conservation and energy efficiency, and alternative motor vehicles
and fuels incentives.

Part Six is an explanation of the provisions of the Safe, Account-
able, Flexible, Efficient Transportation Equity Act: A Legacy for All
Users (Pub. L. No. 109-59) relating to highway trust fund reau-
thorization and excise tax reform and simplification.

Part Seven is an explanation of the provisions of the Katrina
Emergency Tax Relief Act of 2005 (Pub. L. No. 109-73) relating to
special rules for use of retirement funds, employment relief, chari-
table giving incentives, and additional tax relief provisions relating
to Hurricane Katrina.

Part Eight is an explanation of the provision of the Sportfishing
and Recreational Boating Safety Amendments Act of 2005 (Pub. L.
No. 109-74) relating to preserving law existing prior to the
Sportfishing Act.

Part Nine is an explanation of the provisions of the Gulf Oppor-
tunity Zone Act of 2005 (Pub. L. No. 109-135) relating to establish-
ment of the Gulf Opportunity Zone, tax benefits related to Hurri-
canes Rita and Wilma, other tax provisions, and tax technical cor-
rections.

Part Ten is an explanation of the provision relating to the exten-
sion of parity in the application of certain limits to mental health
benefits (Pub. L. No. 109-151).

Part Eleven is an explanation of the provisions of the Tax In-
crease Prevention and Reconciliation Act of 2005 (Pub. L. No. 109—
222) relating to the extension and modification of certain tax provi-
sions, alternative minimum tax relief, corporate estimated tax pro-
visions, and revenue offset provisions.

Part Twelve is an explanation of the provision of the heroes
earned retirement opportunities act (Pub. L. No. 109-227) relating
to taking into account combat zone compensation for purposes of
determining the limitations and deductibility of contributions to in-
dividual retirement plans.

Part Thirteen is an explanation of the provisions of the Pension
Protection Act of 2005 (Pub. L. No. 109-280) relating to the reform
of funding rules for single-employer defined benefit pension plans,
funding rules for multiemployer pension plans, the Pension Benefit
Guarantee Corporation, disclosure, investment advice, prohibited
transactions, and fiduciary rules, benefit accrual standards, pen-
sion related revenue provisions, increase in pension plan diver-
sification and participation, spousal pension protection, administra-
tive provisions, tax exempt organizations, and other provisions.

Part Fourteen is an explanation of the provisions of the Tax Re-
lief and Health Care Act of 2006 (Pub. L. No. 109-432) relating to
the extension and expansion of certain tax provisions, energy tax
provisions, health savings accounts, and other tax provisions.

Part Fifteen is an explanation of the provision of the Fallen Fire-
fighters Assistance Tax Clarification Act of 2006 (Pub. L. No. 109—
445) relating to charitable payments made on behalf of firefighters
who died as the result of the October 2006 Esperanza Incident fire
in southern California.

The Appendix provides the estimated budget effects of tax legis-
lation enacted in the 109th Congress.
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The first footnote in each part gives the legislative history of
each of the Acts of the 109th Congress discussed.



PART ONE: TSUNAMI RELIEF (PUBLIC LAW 109-1) 2

A. Acceleration of Income Tax Benefits for Charitable Cash
Contributions for Relief of Indian Ocean Tsunami Victims
(sec. 1 of the Act)

Present Law

In general, under present law, taxpayers may claim an income
tax deduction for charitable contributions. The charitable deduction
generally is available for the taxable year in which the contribution
is made. For taxpayers whose taxable year is the calendar year, the
tax benefit of a charitable contribution made in January often is
no’E_ lre(:ialized until the following calendar year when the tax return
is filed.

Explanation of Provision

The provision permits taxpayers to treat charitable contributions
of cash made in January 2005, for the purpose of relief of victims
of the Indian Ocean tsunami, as contributions made on December
31, 2004. Thus, the effect of the provision is to give calendar-year
taxpayers who make tsunami-related charitable contributions of
cash in January 2005 the opportunity to accelerate the tax benefit.
Under the provision, such taxpayers may realize the tax benefit of
such contributions by taking a deduction on their 2004 tax return.

Effective Date

The provision is effective on the date of enactment (January 7,
2005).

2H.R. 241. The House passed the bill without objection on January 6, 2005. The Senate
passed the bill by unanimous consent on January 6, 2005. The President signed the bill on Jan-
uary 7, 2005.
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PART TWO: EXTENSION OF LEAKING UNDERGROUND
STORAGE TANK TRUST FUND FINANCING RATE (PUB-
LIC LAW 109-6) 3

A. Extension of Leaking Underground Storage Tank Trust
Fund Financing Rate (sec. 1 of the Act)

Present Law

The Code imposes an excise tax, generally at a rate of 0.1 cents
per gallon, on gasoline, diesel, kerosene, special motor fuels (other
than liquefied petroleum gas and liquefied natural gas) and inland
waterway fuels to finance the Leaking Underground Storage Tank
Trust Fund. The tax expires on April 1, 2005.

Explanation of Provision

The provision extends the Leaking Underground Storage Tank
Trust Fund financing rate until October 1, 2005.4

Effective Date

The provision is effective on the date of enactment (March 31,
2005).

3H.R. 1270. The House passed the bill on the suspension calendar on March 16, 2005. The
Senate passed the bill by unanimous consent on March 17, 2005. The President signed the bill
on March 31, 2005.

4The tax was subsequently extended through September 30, 2011. See Part Five, A.36.
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PART THREE: TAX TREATMENT OF CERTAIN DISASTER
MITIGATION PAYMENTS (PUBLIC LAW 109-7)5

A. Tax Treatment of Certain Disaster Mitigation Payments
(sec. 1 of the Act and sec. 139 of the Code)

Present Law

Gross income includes all income from whatever source derived
unless a specific exception applies.

Gross income does not include amounts received by individuals
as qualified disaster relief payments under section 139. Qualified
disaster relief payments include amounts paid to an individual: (1)
to reimburse or pay reasonable and necessary personal, family, liv-
ing, or funeral expenses incurred as a result of a qualified disaster;
(2) to reimburse or pay reasonable and necessary expenses incurred
for the repair or rehabilitation of a personal residence or replace-
ment of its contents to the extent that the need for such repair, re-
habilitation, or replacement is attributable to a qualified disaster;
(3) by a person engaged in the furnishing or sale of transportation
by reason of death or personal injuries as a result of a qualified
disaster; or (4) by a Federal, State, or local government, or agency
or instrumentality thereof, in connection with a qualified disaster
in order to promote the general welfare.

In addition to providing grants in the aftermath of a natural dis-
aster, pursuant to the Robert T. Stafford Disaster Relief and Emer-
gency Assistance Act and the National Flood Insurance Act, the
Federal Emergency Management Agency (“FEMA”) of the Depart-
ment of Homeland Security conducts disaster mitigation assistance
programs to provide grants through State and local governments
for businesses and individuals to mitigate potential damage from
future natural disasters.

There is no specific exclusion from gross income for amounts re-
ceived pursuant to FEMA mitigation grants. FEMA provides these
grants to mitigate potential damage from future hazards. The ex-
isting statutory exclusion under present law for qualified disaster
relief payments only applies to certain amounts received by individ-
uals as a result of a disaster that has occurred.

If certain requirements are met, section 1033 of the Code pro-
vides that if property is compulsorily or involuntarily converted
and replaced within a certain period (generally two years), there is
deferral of gain recognized as a result of the conversion. In general,
the basis in the replacement property is the same as the taxpayer’s
basis in the converted property (decreased by the amount of any

5H.R. 1134. The House passed the bill on the suspension calendar on March 14, 2005. The
Senate passed the bill with an amendment by unanimous consent on April 13, 2005. The House
agreed to the Senate amendment without objection on April 14, 2005. The President signed the
bill on April 15, 2005.

6
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loss or money received by the taxpayer and increased by the
amount of any gain recognized on the conversion).

In the case of the sale or exchange of a principal residence,
present law allows an exclusion of up to $250,000 ($500,000 in the
case of a joint return) if the property was used as the taxpayer’s
principal residence for two or more years during the five-year pe-
riod ending on the date of the sale or exchange.

Explanation of Provision

The provision provides an exclusion from gross income for
amounts received as qualified disaster mitigation payments. Quali-
fied disaster mitigation payments are amounts paid to or for the
benefit of property owners for hazard mitigation pursuant to the
Robert T. Stafford Disaster Relief and Emergency Assistance Act or
the National Flood Insurance Act (the “Acts”). In particular, the
provision provides exclusions for payments received from FEMA’s
Flood Mitigation Assistance Program, Pre-Disaster Mitigation Pro-
gram, and Hazard Mitigation Grant Program. The exclusion ap-
plies to payments made pursuant to the Acts as in effect on the
date of enactment.

Amounts received for the sale or disposition of property for the
purpose of hazard mitigation are not eligible for the income exclu-
sion. However, the provision provides that if property is sold or dis-
posed to implement hazard mitigation (pursuant to the Acts), such
sale or disposition is treated as an involuntary conversion, as de-
fined by section 1033 of the Code. Thus, if a taxpayer sells property
through a FEMA disaster mitigation program and the taxpayer re-
places the property within the period specified under present law
in the case of an involuntary conversion (i.e., generally two years),
instead of currently including the gain in gross income, the tax-
payer’s basis in the replacement property is the same as the tax-
payer’s basis in the converted property (decreased by the amount
of any loss or money received by the taxpayer and increased by the
amount of any gain recognized on the conversion).

The provision provides that the basis of properties improved for
the purpose of hazard mitigation is not increased by amounts re-
ceived under FEMA mitigation grants that are excluded from gross
income. The provision provides that no additional deduction or
credit is allowed with respect to amounts excluded from income
under the provision. The provision also applies this denial of double
benefit rule to amounts received as qualified disaster relief pay-
ments under present law section 139 of the Code.

Effective Date

The provision is effective for amounts received and sales or dis-
positions before, on, or after the date of enactment (April 15, 2005).



PART FOUR: SURFACE TRANSPORTATION EXTENSION
ACT OF 2005, PARTS I-VI (PUBLIC LAWS 109-14,6 109-
207 109-35,8 109-37,° 109-40,1© AND 109-42 11)

A. Extensions of Surface Transportation Act

Present Law

Expenditure authority

Under prior law, the Internal Revenue Code (sec. 9503) author-
ized expenditures (subject to appropriations) to be made from the
Highway Trust Fund generally through May 31, 2005, for purposes
provided in specified authorizing legislation as in effect on the date
of enactment of the most recent authorizing Act (the Surface
Transportation Extension Act of 2004, Part V).

Under prior law, expenditures also were authorized from the
Aquatic Resources Trust Fund through May 31, 2005.

Highway Trust Fund spending is limited by anti-deficit provi-
sions internal to the Highway Trust Fund, the so-called “Harry
Byrd rule”. The rule requires the Treasury Department to deter-
mine, on a quarterly basis, the amount (if any) by which unfunded
highway authorizations exceed projected net Highway Trust Fund
tax receipts for the 24-month period beginning at the close of each
fiscal year (sec. 9503(d)). Similar rules apply to unfunded Mass
Transit Account authorizations. If unfunded authorizations exceed
projected 24-month receipts, apportionments to the States for speci-
fied programs funded by the relevant Trust Fund Account are to
be reduced proportionately. Because of the Harry Byrd rule, taxes
dedicated to the Highway Trust Fund typically are scheduled to ex-
pire at least two years after current authorizing Acts.

The Surface Transportation Extension Act of 2003, created a
temporary rule (through February 29, 2004) for purposes of the
anti-deficit provisions of the Highway Trust Fund. For purposes of
determining 24 months of projected revenues for the anti-deficit
provisions, the Secretary of the Treasury is instructed to treat each
expiring provision relating to appropriations and transfers to the
Highway Trust Fund to have been extended through the end of the
24-month period and to assume that the rate of tax during such 24-

6H.R. 2566. The House passed the bill on the suspension calendar on May 25, 2005. The Sen-
ate passed the bill by unanimous consent on May 26, 2005. The President signed the bill on
May 31, 2005.

7H.R. 3104. The House passed the bill without objection on June 30, 2005. The Senate passed
the bill by unanimous consent on June 30, 2005. The President signed the bill on July 1, 2005.

8H.R. 3332. The House passed the bill without objection on July 19, 2005. The Senate passed
the bill by unanimous consent on July 19, 2005. The President signed the bill on July 20, 2005.

9H.R. 3377. The House passed the bill without objection on July 21, 2005. The Senate passed
the bill by unanimous consent on July 21, 2005. The President signed the bill on July 22, 2005.

10H.R. 3453. The House passed the bill without objection on July 27, 2005. The Senate passed
the bill by unanimous consent on July 27, 2005. The President signed the bill on July 28, 2005.

11H.R. 3512. The House passed the bill without objection on July 29, 2005. The Senate passed
the bill by unanimous consent on July 29, 2005. The President signed the bill on July 30, 2005.

®
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month period remains at the same rate in effect on the date of en-
actment of the provision. The Surface Transportation Extension
Act of 2004 extended this rule through April 30, 2004. The Surface
Transportation Extension Act of 2004, Part II, extended this rule
through June 30, 2004. The Surface Transportation Extension Act
of 2004, Part III, extended this rule through July 31, 2004. The
Surface Transportation Extension Act of 2004, Part IV, extended
this rule through September 30, 2004. The Surface Transportation
Extension Act of 2004, Part V, extended this rule through May 31,
2005.

Heavy vehicle use tax

The Code imposes an annual use tax imposed on highway vehi-
cles having a taxable gross weight of 55,000 pounds or more (sec.
4481). The maximum rate for this tax is $550 per year, imposed
on vehicles having a taxable gross weight over 75,000 pounds. The
use tax is dedicated to the Highway Trust Fund and was to termi-
nate on October 1, 2005. For a tax period that ends on September
30, 2005, the amount of the use tax will be determined by reducing
the amount of tax due by 75 percent.

Explanation of Provision
Surface Transportation Act of 2005 (sec. 9)

Expenditure authority

The Act extends the authority to make expenditures (subject to
appropriations) from the Highway Trust Fund through June 30,
2005. The Act also updates the Highway Trust Fund cross-ref-
erences to authorizing legislation to include expenditure purposes
in this Act as in effect on the date of enactment.

For purposes of the anti-deficit provisions of the Highway Trust
Fund, the Act extends the temporary rule through June 30, 2005.

The Act extends the authority to make expenditures (subject to
appropriations) from the Aquatics Resources Trust Fund through
June 30, 2005. The Act also updates the Aquatics Resources Trust
Fund cross-references to authorizing legislation to include expendi-
ture purposes as in effect on the date of enactment of this Act.

Heavy vehicle use tax

The Act extends until October 1, 2006, the annual use tax on
heavy vehicles and sets forth a special rule for the imposition of
such tax when the taxable period ends on September 30, 2006. For
a tax period that ends on September 30, 2006, the amount of the
use tax will be determined by reducing the amount of tax due by
75 percent.

Surface Transportation Act of 2005, Part II (sec. 9)

The Act extends the authority to make expenditures (subject to
appropriations) from the Highway Trust Fund through July 19,
2005. The Act also updates the Highway Trust Fund cross-ref-
erences to authorizing legislation to include expenditure purposes
in this Act as in effect on the date of enactment.

For purposes of the anti-deficit provisions of the Highway Trust
Fund, the Act extends the temporary rule through July 19, 2005.
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The Act extends the authority to make expenditures (subject to
appropriations) from the Aquatics Resources Trust Fund through
July 19, 2005. The Act also updates the Aquatics Resources Trust
Fund cross-references to authorizing legislation to include expendi-
ture purposes as in effect on the date of enactment of this Act.

Surface Transportation Act of 2005, Part III (sec. 9)

The Act extends the authority to make expenditures (subject to
appropriations) from the Highway Trust Fund through July 21,
2005. The Act also updates the Highway Trust Fund cross-ref-
erences to authorizing legislation to include expenditure purposes
in this Act as in effect on the date of enactment.

For purposes of the anti-deficit provisions of the Highway Trust
Fund, the Act extends the temporary rule through July 21, 2005.

The Act extends the authority to make expenditures (subject to
appropriations) from the Aquatics Resources Trust Fund through
July 21, 2005. The Act also updates the Aquatics Resources Trust
Fund cross-references to authorizing legislation to include expendi-
ture purposes as in effect on the date of enactment of this Act.

Surface Transportation Act of 2005, Part IV (sec. 9)

The Act extends the authority to make expenditures (subject to
appropriations) from the Highway Trust Fund through July 27,
2005. The Act also updates the Highway Trust Fund cross-ref-
erences to authorizing legislation to include expenditure purposes
in this Act as in effect on the date of enactment.

For purposes of the anti-deficit provisions of the Highway Trust
Fund, the Act extends the temporary rule through July 27, 2005.

The Act extends the authority to make expenditures (subject to
appropriations) from the Aquatics Resources Trust Fund through
July 27, 2005. The Act also updates the Aquatics Resources Trust
Fund cross-references to authorizing legislation to include expendi-
ture purposes as in effect on the date of enactment of this Act.

Surface Transportation Act of 2005, Part V (sec. 9)

The Act extends the authority to make expenditures (subject to
appropriations) from the Highway Trust Fund through July 30,
2005. The Act also updates the Highway Trust Fund cross-ref-
erences to authorizing legislation to include expenditure purposes
in this Act as in effect on the date of enactment.

For purposes of the anti-deficit provisions of the Highway Trust
Fund, the Act extends the temporary rule through July 30, 2005.

The Act extends the authority to make expenditures (subject to
appropriations) from the Aquatics Resources Trust Fund through
July 30, 2005. The Act also updates the Aquatics Resources Trust
Fund cross-references to authorizing legislation to include expendi-
ture purposes as in effect on the date of enactment of this Act.

Surface Transportation Act of 2005, Part VI (sec. 7)

The Act extends the authority to make expenditures (subject to
appropriations) from the Highway Trust Fund through August 14,
2005. The Act also updates the Highway Trust Fund cross-ref-
erences to authorizing legislation to include expenditure purposes
in this Act as in effect on the date of enactment.
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For purposes of the anti-deficit provisions of the Highway Trust
Fund, the Act extends the temporary rule through August 14, 2005.
The Act extends the authority to make expenditures (subject to
appropriations) from the Aquatics Resources Trust Fund through
August 14, 2005. The Act also updates the Aquatics Resources
Trust Fund cross-references to authorizing legislation to include ex-
Renditure purposes as in effect on the date of enactment of this
ct.

Effective Date

The provisions are effective on the dates of enactment (in the
case of Pub. L. No. 109-14, May 31, 2005; in the case of Part II,
July 1, 2005; in the case of Part III, July 20, 2005; in the case of
Part IV, July 22, 2005; in the case of Part V, July 28, 2005; and
in the case of Part VI, July 30, 2005).



PART FIVE: THE ENERGY POLICY ACT OF 2005 (PUBLIC
LAW 109-58) 12

A. Energy Tax Policy Incentives

1. Extension and modification of renewable electricity pro-
duction credit (secs. 1301 and 1302 of the Act and sec. 45
of the Code)

Present Law

In general

An income tax credit is allowed for the production of electricity
from qualified facilities sold by the taxpayer to an unrelated person
(sec. 45). Qualified facilities comprise wind energy facilities, closed-
loop biomass facilities, open-loop biomass (including agricultural
livestock waste nutrients) facilities, geothermal energy facilities,
solar energy facilities, small irrigation power facilities, landfill gas
facilities, and trash combustion facilities. In addition, an income
tax credit is allowed for the production of refined coal.

Credit amounts and credit period

In general

The base amount of the credit is 1.5 cents per kilowatt-hour (in-
dexed for inflation) of electricity produced. The amount of the credit
is 1.9 cents per kilowatt-hour for 2005. A taxpayer may claim cred-
it for the 10-year period commencing with the date the qualified fa-
cility is placed in service. The credit is reduced for grants, tax-ex-
empt bonds, subsidized energy financing, and other credits. The
amount of credit a taxpayer may claim is phased out as the market
price of electricity (or refined coal in the case of the refined coal
production credit) exceeds certain threshold levels.

Reduced credit amounts and credit periods

In the case of open-loop biomass facilities (including agricultural
livestock waste nutrient facilities), geothermal energy facilities,
solar energy facilities, small irrigation power facilities, landfill gas
facilities, and trash combustion facilities, the 10-year credit period

12H.R. 6. The House Committee on Ways and Means reported H.R. 1541 on April 18, 2005
(H.R. Rep. No. 109-45). The text of H.R. 1541 was added to H.R. 6 as title XIII. The House
passed H.R. 6 on April 21, 2005. The Senate Committee on Finance ordered reported on June
16, 2005, a bill the text of which as modified was added as title XV to H.R. 6. The Senate passed
H.R. 6 with an amendment on June 28, 2005. The conference report was filed on July 27, 2005
(H.R. Rep. No. 109-190) and was passed by the House on July 28, 2005, and the Senate on
July 29, 2005. The President signed the bill on August 8, 2005. For a technical explanation of
the bill prepared by the staff of the Joint Committee on Taxation, see Joint Committee on Tax-
ation, Description and Technical Explanation of the Conference Agreement of H.R. 6, Title XIII,
the “Energy Tax Incentives Act of 2005” (JCX-60-05), July 28, 2005. For references to the tech-
nical explanation, see 151 Cong. Rec. H 6953 (July 28, 2005) and 151 Cong. Rec. S 9117 (July
27, 2005).

(12)
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is reduced to five years commencing on the date the facility is
placed in service. In general, for eligible pre-existing facilities and
other facilities placed in service prior to January 1, 2005, the credit
period commences on January 1, 2005. In the case of a closed-loop
biomass facility modified to co-fire with coal, to co-fire with other
biomass, or to co-fire with coal and other biomass, the credit period
begins no earlier than October 22, 2004.

In the case of open-loop biomass facilities (including agricultural
livestock waste nutrient facilities), small irrigation power facilities,
landfill gas facilities, and trash combustion facilities, the otherwise
allowable credit amount is 0.75 cent per kilowatt-hour, indexed for
inflation measured after 1992 (currently 0.9 cents per kilowatt-
hour for 2005).

Credit applicable to refined coal

The amount of the credit for refined coal is $4.375 per ton (also
indexed for inflation after 1992 and equaling $5.481 per ton for
2005).

Other limitations on credit claimants and credit amounts

In general, in order to claim the credit, a taxpayer must own the
qualified facility and sell the electricity produced by the facility (or
refined coal in the case of the refined coal production credit) to an
unrelated party. A lessee or operator may claim the credit in lieu
of the owner of the qualifying facility in the case of qualifying open-
loop biomass facilities originally placed in service on or before the
date of enactment and in the case of a closed-loop biomass facilities
modified to co-fire with coal, to co-fire with other biomass, or to co-
fire with coal and other biomass. In the case of a poultry waste fa-
cility, the taxpayer may claim the credit as a lessee or operator of
a facility owned by a governmental unit.

For all qualifying facilities, other than closed-loop biomass facili-
ties modified to co-fire with coal, to co-fire with other biomass, or
to co-fire with coal and other biomass, the amount of credit a tax-
payer may claim is reduced by reason of grants, tax-exempt bonds,
subsidized energy financing, and other credits, but the reduction
cannot exceed 50 percent of the otherwise allowable credit. In the
case of closed-loop biomass facilities modified to co-fire with coal,
to co-fire with other biomass, or to co-fire with coal and other bio-
mass, there is no reduction in credit by reason of grants, tax-ex-
empt bonds, subsidized energy financing, and other credits.

The credit for electricity produced from renewable sources is a
component of the general business credit (sec. 38(b)(8)). Generally,
the general business credit for any taxable year may not exceed the
amount by which the taxpayer’s net income tax exceeds the greater
of the tentative minimum tax or so much of the net regular tax li-
ability as exceeds $25,000. Excess credits may be carried back one
year and forward up to 20 years.

A taxpayer’s tentative minimum tax is treated as being zero for
purposes of determining the tax liability limitation with respect to
the section 45 credit for electricity produced from a facility (placed
in service after October 22, 2004) during the first four years of pro-
duction beginning on the date the facility is placed in service.
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Qualified facilities
Wind energy facility

A wind energy facility is a facility that uses wind to produce elec-
tricity. To be a qualified facility, a wind energy facility must be
placed in service after December 31, 1993, and before January 1,
2006.

Closed-loop biomass facility

A closed-loop biomass facility is a facility that uses any organic
material from a plant which is planted exclusively for the purpose
of being used at a qualifying facility to produce electricity. In addi-
tion, a facility can be a closed-loop biomass facility if it is a facility
that is modified to use closed-loop biomass to co-fire with coal, with
other biomass, or with both coal and other biomass, but only if the
modification is approved under the Biomass Power for Rural Devel-
opment Programs or is part of a pilot project of the Commodity
Credit Corporation.

To be a qualified facility, a closed-loop biomass facility must be
placed in service after December 31, 1992, and before January 1,
2006. In the case of a facility using closed-loop biomass but also co-
firing the closed-loop biomass with coal, other biomass, or coal and
other biomass, a qualified facility must be originally placed in serv-
ice and modified to co-fire the closed-loop biomass at any time be-
fore January 1, 2006.

Open-loop biomass (including agricultural livestock waste nu-
trients) facility

An open-loop biomass facility is a facility using open-loop bio-
mass to produce electricity. Open-loop biomass is defined as (1) any
agricultural livestock waste nutrients, or (2) any solid, nonhaz-
ardous, cellulosic or lignin waste material which is segregated from
other waste materials and which is derived from certain forest-re-
lated resources, solid wood waste materials, or agricultural sources.
Eligible forest-related resources are mill residues, other than spent
chemicals from pulp manufacturing, precommercial thinnings,
slash, and brush. Solid wood waste materials include waste pallets,
crates, dunnage, manufacturing and construction wood wastes
(other than pressure-treated, chemically-treated, or painted wood
wastes), and landscape or right-of-way tree trimmings. Agricultural
sources include orchard tree crops, vineyard, grain, legumes, sugar,
and other crop by-products or residues. However, qualifying open-
loop biomass does not include municipal solid waste (garbage), gas
derived from biodegradation of solid waste, or paper that is com-
monly recycled. In addition, open-loop biomass does not include
closed-loop biomass or any biomass burned in conjunction with fos-
sil fuel (co-firing) beyond such fossil fuel required for start up and
flame stabilization.

Agricultural livestock waste nutrients are defined as agricultural
livestock manure and litter, including bedding material for the dis-
position of manure.

To be a qualified facility, an open-loop biomass facility must be
placed in service after October 22, 2004 and before January 1,
2006, in the case of a facility using agricultural livestock waste nu-
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trients and must be placed in service at any time prior to January
1, 2006 in the case of a facility using other open-loop biomass.

Geothermal facility

A geothermal facility is a facility that uses geothermal energy to
produce electricity. Geothermal energy is energy derived from a
geothermal deposit which is a geothermal reservoir consisting of
natural heat which is stored in rocks or in an aqueous liquid or
vapor (whether or not under pressure). To be a qualified facility,
a geothermal facility must be placed in service after October 22,
2004 and before January 1, 2006.

Solar facility

A solar facility is a facility that uses solar energy to produce elec-
tricity. To be a qualified facility, a solar facility must be placed in
service after October 22, 2004 and before January 1, 2006.

Small irrigation facility

A small irrigation power facility is a facility that generates elec-
tric power through an irrigation system canal or ditch without any
dam or impoundment of water. The installed capacity of a qualified
facility must be not less than 150 kilowatts but less than five
megawatts. To be a qualified facility, a small irrigation facility
must be originally placed in service after October 22, 2004 and be-
fore January 1, 2006.

Landfill gas facility

A landfill gas facility is a facility that uses landfill gas to produce
electricity. Landfill gas is defined as methane gas derived from the
biodegradation of municipal solid waste. To be a qualified facility,
a landfill gas facility must be placed in service after October 22,
2004 and before January 1, 2006.

Trash combustion facility

Trash combustion facilities are facilities that burn municipal
solid waste (garbage) to produce steam to drive a turbine for the
production of electricity. To be a qualified facility, a trash combus-
tion facility must be placed in service after October 22, 2004 and
before January 1, 2006.

Refined coal facility

A qualifying refined coal facility is a facility producing refined
coal that is placed in service after October 22, 2004 and before Jan-
uary 1, 2009. Refined coal is a qualifying liquid, gaseous, or solid
synthetic fuel produced from coal (including lignite) or high-carbon
fly ash, including such fuel used as a feedstock. A qualifying fuel
is a fuel that when burned emits 20 percent less nitrogen oxides
and either SO2 or mercury than the burning of feedstock coal or
comparable coal predominantly available in the marketplace as of
January 1, 2003, and if the fuel sells at prices at least 50 percent
greater than the prices of the feedstock coal or comparable coal. In
addition, to be qualified refined coal the fuel must be sold by the
taxpayer with the reasonable expectation that it will be used for
the primary purpose of producing steam.
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Summary of credit rate and credit period by facility type

Table 1.—Summary of Section 45 Credit for Electricity Produced
from Certain Renewable Resources and Refined Coal

Credit amount for 2005 Credit period
Electricity produced from renewable resources  (cents per kilowatt-hour; dol- (years from placed-
lars per ton) in-service date)'

Wind e 1.9 10
Closed-loop biomass .........cccccevvevveveee. 1.9 10
Open-loop biomass (including agricul-

tural livestock waste nutrient facili-

LUTT) T 0.9 5
Geothermal 1.9 5

Solar 1.9 5

Small irrigation power 0.9 5
Municipal solid waste (including land-

fill gas facilities and trash com-

bustion facilities) .......cccceeevveerenen. 0.9 5
Refined Coal ......ccoovvvevveieiceeeeee, 5.481 10

LFor eligible pre-existing facilities and other facilities placed in service prior to January 1, 2005, the
credit period commences on January 1, 2005. In the case of certain co-firing closed-loop facilities, the
credit period begins no earlier than October 22, 2004.

Taxation of cooperatives and their patrons

For Federal income tax purposes, a cooperative generally com-
putes its income as if it were a taxable corporation, with one excep-
tion—the cooperative may exclude from its taxable income distribu-
tions of patronage dividends. Generally, cooperatives that are sub-
ject to the cooperative tax rules of subchapter T of the Code 13 are
permitted a deduction for patronage dividends from their taxable
income only to the extent of net income that is derived from trans-
actions with patrons who are members of the cooperative.l* The
availability of such deductions from taxable income has the effect
of allowing the cooperative to be treated like a conduit with respect
to profits derived from transactions with patrons who are members
of the cooperative. Present law does not permit cooperatives to pass
any portion of the income tax credit for electricity production
through to their patrons.

Explanation of Provision 15

Extension of placed-in-service date for qualifying facilities

The provision extends the placed-in-service date by two years
(through December 31, 2007) for the following qualifying facilities:
wind facilities; closed-loop biomass facilities (including a facility co-
firing the closed-loop biomass with coal, other biomass, or coal and
other biomass); open-loop biomass facilities; geothermal facilities;
small irrigation power facilities; landfill gas facilities; and trash

13 Sec. 1381, et seq.

14 Sec. 1382.

15The provision was subsequently modified in Division A, section 201 of the Tax Relief and
Health Care Act of 2006, Pub. L. No. 109-432, described in Part Fourteen.
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combustion facilities. The provision does not alter the terminating
placed-in-service date for solar facilities (December 31, 2005) or re-
fined coal facilities (December 31, 2008).

New qualifying energy resources

In general

The provision adds two new qualifying energy resources: hydro-
power and Indian coal.

Hydropower

A qualifying hydropower facility is (1) a facility that produced hy-
droelectric power (a hydroelectric dam) prior to the date of enact-
ment at which efficiency improvements or additions to capacity
have been made after the date of enactment and before January 1,
2009, that enable the taxpayer to produce incremental hydropower
or (2) a facility placed in service before the date of enactment that
did not produce hydroelectric power (a nonhydroelectric dam) on
the date of enactment and to which turbines or other electricity
generating equipment have been added after the date of enactment
and before January 1, 2009.

At an existing hydroelectric facility, the taxpayer may only claim
credit for the production of incremental hydroelectric power. Incre-
mental hydroelectric power for any taxable year is equal to the per-
centage of average annual hydroelectric power produced at the fa-
cility attributable to the efficiency improvement or additions of ca-
pacity determined by using the same water flow information used
to determine an historic average annual hydroelectric power pro-
duction baseline for that facility. The Federal Energy Regulatory
Commission will certify the baseline power production of the facil-
ity and the percentage increase due to the efficiency and capacity
improvements.

At a nonhydroelectric dam, the facility must be licensed by the
Federal Energy Regulatory Commission and meet all other applica-
ble environmental, licensing, and regulatory requirements and the
turbines or other generating devices are added to the facility after
the date of enactment and before January 1, 2009. In addition
there must not be any enlargement of the diversion structure, or
construction or enlargement of a bypass channel, or the impound-
ment or any withholding of additional water from the natural
stream channel.

In the case of electricity generated from a qualifying hydropower
facility, the taxpayer may claim a credit equal to one-half the oth-
erwise allowable amount.

Indian coal

The provision adds Indian coal as a new energy source. The tax-
payer may claim a credit for sales of coal to an unrelated third
party from a qualified facility for the seven-year period beginning
on January 1, 2006, and ending after December 31, 2012. The
value of the credit is $1.50 per ton for the first four years of the
seven-year period and $2.00 per ton for the last three years of the
seven-year period. The credit amounts are indexed for inflation. A
qualified Indian coal facility is a facility that produces coal from re-
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serves that on June 14, 2005, were owned by a Federally recog-
nized tribe of Indians or were held in trust by the United States
for a tribe or its members.

Equalization of credit period for all qualifying renewable re-
sources

The provision extends the credit period from five years to 10
years for electricity produced from qualifying open-loop biomass fa-
cilities (including agricultural livestock waste nutrient facilities),
geothermal facilities, solar facilities, small irrigation power facili-
ties, landfill gas facilities, and trash combustion facilities placed in
service after the date of enactment. The provision also provides
that for electricity produced from qualified hydropower the credit
period is 10 years. The provision provides a seven-year credit pe-
riod for Indian coal facilities, as explained above.

Clarification of units added to pre-existing trash combustion
facilities

The provision clarifies that a qualifying trash combustion facility
includes a new unit, placed in service after October 22, 2004, that
increases electricity production capacity at an existing trash com-
bustion facility. A new unit generally would include a new burner/
boiler and turbine. The new unit may share certain common equip-
ment, such as trash handling equipment, with other pre-existing
units at the same facility. Electricity produced at a new unit of an
existing facility qualifies for the production credit only to the ex-
tent of the increased amount of electricity produced at the entire
facility.

Taxation of cooperatives and their patrons

The provision allows eligible cooperatives to elect to pass any
portion of the credit through to their patrons. An eligible coopera-
tive is defined as a cooperative organization that is owned more
than 50 percent by agricultural producers or entities owned by ag-
ricultural producers.

Under the provision, the credit may be apportioned among pa-
trons eligible to share in patronage dividends on the basis of the
quantity or value of business done with or for such patrons for the
taxable year. The election must be made on a timely filed return
for the taxable year, and once made, is irrevocable for such taxable
year.

The amount of the credit apportioned to patrons is not included
in the organization’s credit for the taxable year of the organization.
The amount of the credit apportioned to a patron is included in the
first taxable year of such patron ending on or after the last day of
the payment period (as defined in section 1382(d)) for the taxable
year of the organization or, if earlier, for the taxable year of the
patron ending on or after the date on which the patron receives no-
tice from the cooperative of the apportionment. If the amount of the
credit for any taxable year is less than the amount of the credit
shown on the cooperative’s return for such taxable year, an amount
equal to the excess of the reduction in the credit over the amount
not apportioned to patrons for the taxable year is treated as an in-
crease in the cooperative’s tax. The increase is not treated as tax
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imposed for purposes of determining the amount of any tax credit
under Chapter 1 of the Code.

Effective Date

The provision generally is effective on the date of enactment (Au-
gust 8, 2005). With respect to the taxation of cooperatives and their
patrons, the provision applies to taxable years ending after the
date of enactment.

2. Clean renewable energy bonds (sec. 1303 of the Act and
new sec. 54 of the Code)

Present law

Tax-exempt bonds

Interest on State and local governmental bonds generally is ex-
cluded from gross income for Federal income tax purposes if the
proceeds of the bonds are used to finance direct activities of these
governmental units or if the bonds are repaid with revenues of the
governmental units. Subject to certain restrictions, activities that
can be financed with these tax-exempt bonds include electric power
facilities (i.e., generation, transmission, distribution, and retailing).

Generally, interest on State or local government bonds to finance
activities of private persons (“private activity bonds”) is taxable un-
less a specific exception is contained in the Code. The term “private
person” generally includes the Federal Government and all other
individuals and entities other than States or local governments.
The Code includes exceptions permitting States or local govern-
ments to act as conduits providing tax-exempt financing for certain
private activities. In most cases, the aggregate volume of these tax-
exempt private activity bonds is restricted by annual aggregate vol-
ume limits imposed on bonds issued by issuers within each State.
For calendar year 2005, the State volume cap is the greater of $80
per resident or $239 million. The Code imposes several additional
restrictions on tax-exempt private activity bonds that do not apply
to bonds for governmental activities.

The tax exemption for State and local bonds also does not apply
to any arbitrage bond.1® An arbitrage bond is defined as any bond
that is part of an issue if any proceeds of the issue are reasonably
expected to be used (or intentionally are used) to acquire higher
yielding investments or to replace funds that are used to acquire
higher yielding investments.1” In general, arbitrage profits may be
earned only during specified periods (e.g., defined “temporary peri-
ods”) before funds are needed for the purpose of the borrowing or
on specified types of investments (e.g., “reasonably required reserve
or replacement funds”). Subject to limited exceptions, investment
profits that are earned during these periods or on such investments
must be rebated to the Federal government.

An issuer must file with the IRS certain information in order for
a bond issue to be tax-exempt.1® Generally, this information return

16 Secs. 103(a) and (b)(2).
17 Sec. 148.
18 Sec. 149(e).
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is required to be filed no later the 15th day of the second month
after the close of the calendar quarter in which the bonds were
issued.

Qualified zone academy bonds

As an alternative to traditional tax-exempt bonds, States and
local governments may issue “qualified zone academy bonds.” 1°
“Qualified zone academy bonds” are defined as any bond issued by
a State or local government if, among other requirements, (1) at
least 95 percent of the proceeds are used for the purpose of ren-
ovating, providing equipment to, developing course materials for
use at, or training teachers and other school personnel in a “quali-
fied zone academy” and (2) private entities have promised to con-
tribute to the qualified zone academy certain equipment, technical
assistance or training, employee services, or other property or serv-
ices with a value equal to at least 10 percent of the bond proceeds.
A school is a “qualified zone academy” if (1) the school is a public
school that provides education and training below the college level,
(2) the school operates a special academic program in cooperation
with businesses to enhance the academic curriculum and increase
graduation and employment rates, and (3) either (a) the school is
located in an empowerment zone or enterprise community des-
ignated under the Code, or (b) it is reasonably expected that at
least 35 percent of the students at the school will be eligible for
free or reduced-cost lunches under the school lunch program estab-
lished under the National School Lunch Act.

Financial institutions that hold qualified zone academy bonds are
entitled to a nonrefundable tax credit in an amount equal to a cred-
it rate multiplied by the face amount of the bond. The Treasury De-
partment sets the credit rate at a rate estimated to allow issuance
of qualified zone academy bonds without discount and without in-
terest cost to the issuer. The credit is includable in gross income
(as if it were a taxable interest payment on the bond), and may be
claimed against regular income tax and alternative minimum tax
liability. The maximum term of the bond is determined by the
Treasury Department, so that the present value of the obligation
to repay the bond is 50 percent of the face value of the bond.

There is an annual limitation of $400 million on the amount of
qualified zone academy bonds that may be issued in calendar years
1998 through 2005. The $400 million aggregate bond cap is allo-
cated each year to the States according to their respective popu-
lations of individuals below the poverty line. Each State, in turn,
allocates the credit authority to qualified zone academies within
such State.

Tax credits for production of electricity from renewable
sources

An income tax credit is allowed for the production of electricity
from qualified facilities sold by the taxpayer to an unrelated per-
son.2% The base amount of the credit is 1.5 cents per kilowatt-hour
(indexed for inflation) of electricity produced. The amount of the

19 Sec. 1397E.
20 Sec. 45.
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credit is 1.9 cents per kilowatt-hour for 2005. A taxpayer may
claim a credit for the 10-year period commencing with the date the
qualified facility is placed in service. The credit is reduced for
grants, tax-exempt bonds, subsidized energy financing, and other
credits. The amount of credit a taxpayer may claim is phased out
as the market price of electricity (or refined coal in the case of or
refined coal production credit) exceeds certain threshold levels.

Qualified facilities comprise wind energy facilities, closed-loop
biomass facilities, open-loop biomass (including agricultural live-
stock waste nutrients) facilities, geothermal energy facilities, solar
energy facilities, small irrigation power facilities, landfill gas facili-
ties, and trash combustion facilities. In addition, an income tax
credit is allowed for the production of refined coal.

For purposes of the credit, qualified facilities must be placed in
service by certain dates. However, with the exception of qualifying
refined coal facilities, in no event may qualifying facilities be
placed in service after December 31, 2005.

Explanation of Provision 21

The provision creates a new category of tax credit bonds: Clean
Renewable Energy Bonds (“CREBs”). CREBs are defined as any
bond issued by a qualified issuer if, in addition to the requirements
discussed below, 95 percent or more of the proceeds of such bonds
are used to finance capital expenditures incurred by qualified bor-
rowers for qualified projects. Qualified projects are any qualified fa-
cilities within the meaning of section 45 (without regard to the
placed-in-service date requirements of that section), other than In-
dian coal production facilities.

For purposes of the provision, “qualified issuers” include (1) gov-
ernmental bodies (including Indian tribal governments); (2) mutual
or cooperative electric companies (described in section 501(c)(12) or
section 1381(a)(2)(C), or a not-for-profit electric utility which has
received a loan or guarantee under the Rural Electrification Act);
and (3) clean renewable energy bond lenders. A clean renewable
energy bond lender means a cooperative which is owned by, or has
outstanding loans to, 100 or more cooperative electric companies
and is in existence on February 1, 2002. The term “qualified bor-
rower” includes a governmental body (including an Indian tribal
government) and a mutual or cooperative electric company (de-
scribed in section 501(c)(12) or section 1381(a)(2)(C).

Like qualified zone academy bonds, CREBs are not interest-bear-
ing obligations. Rather, the taxpayer holding CREBs on a credit al-
lowance date is entitled to a tax credit. The amount of the credit
is determined by multiplying the bond’s credit rate by the face
amount on the holder’s bond. The credit rate on the bonds is deter-
mined by the Secretary and is to be a rate that permits issuance
of CREBs without discount and interest cost to the qualified issuer.
The credit accrues quarterly and is includible in gross income (as
if it were an interest payment on the bond), and can be claimed
against regular income tax liability and alternative minimum tax
liability.

21The provision was subsequently extended in Division A, section 202 of the Tax Relief and
Health Care Act of 2006, Pub. L. No. 109-432, described in Part Fourteen.
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The provision also imposes a maximum maturity limitation on
any CREBs. The maximum maturity is the term which the Sec-
retary estimates will result in the present value of the obligation
to repay the principal on a bond that is part of an issue of CREBs
being equal to 50 percent of the face amount of such a bond. More-
over, the provision requires level amortization of CREBs during the
period such bonds are outstanding.

Under the provision, CREBs are subject to the arbitrage require-
ments of section 148 that apply to traditional tax-exempt bonds.
Principles under section 148 and the regulations thereunder shall
apply for purposes of determining the yield restriction and arbi-
trage rebate requirements applicable to CREBs. For example, for
arbitrage purposes, the yield on an issue of CREBs is computed by
taking into account all payments of interest, if any, on such bonds,
i.e., whether the bonds are issued at par, premium, or discount.
However, for purposes of determining yield, the amount of the cred-
it allowed to a taxpayer holding CREBs is not treated as interest,
although such credit amount is treated as interest income to the
taxpayer.

In addition, to qualify as CREBs, the qualified issuer must rea-
sonably expect to and actually spend 95 percent or more of the pro-
ceeds of such bonds on qualified projects within the five-year period
that begins on the date of issuance. To the extent less than 95 per-
cent of the proceeds are used to finance qualified projects during
the five-year spending period, bonds will continue to qualify as
CREBs if unspent proceeds are used within 90 days from the end
of such five-year period to redeem any “nonqualified bonds.” For
these purposes, the amount of nonqualified bonds is to be deter-
mined in the same manner as provided in Treasury regulations
under section 142.22 In addition, the provision provides that the
five-year spending period may be extended by the Secretary upon
the qualified issuer’s request.

Unlike qualified zone academy bonds, the provision requires
issuers of CREBs to report issuance to the IRS in a manner similar
to the information returns required for tax-exempt bonds. Under
the provision, there is a national limitation of $800 million of
CREBs that the Secretary may allocate, in the aggregate, to quali-
fied projects. However, the Secretary shall not allocate more than
$500 million of CREBs to finance qualified projects for qualified
borrowers that are governmental bodies. The authority to issue
CREBs expires December 31, 2007.

Effective Date

The provision is effective for bonds issued after December 31,
2005.

22Treas. Reg. sec. 1.142-2(e).
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3. Treatment of certain income of electric cooperatives (sec.
1304 of the Act and sec. 501(c)(12) of the Code)

Present Law

In general

Under present law, an entity must be operated on a cooperative
basis in order to be treated as a cooperative for Federal income tax
purposes. Although not defined by statute or regulation, the two
principal criteria for determining whether an entity is operating on
a cooperative basis are: (1) ownership of the cooperative by persons
who patronize the cooperative; and (2) return of earnings to pa-
trons in proportion to their patronage. The Internal Revenue Serv-
ice requires that cooperatives must operate under the following
principles: (1) subordination of capital in control over the coopera-
tive undertaking and in ownership of the financial benefits from
ownership; (2) democratic control by the members of the coopera-
tive; (3) vesting in and allocation among the members of all excess
of operating revenues over the expenses incurred to generate reve-
nues in proportion to their participation in the cooperative (patron-
age);zgnd (4) operation at cost (not operating for profit or below
cost).

In general, cooperative members are those who participate in the
management of the cooperative and who share in patronage cap-
ital. As described below, income from the sale of electric energy by
an electric cooperative may be member or non-member income to
the cooperative, depending on the membership status of the pur-
chaser. A municipal corporation may be a member of a cooperative.

For Federal income tax purposes, a cooperative generally com-
putes its income as if it were a taxable corporation, with one excep-
tion-the cooperative may exclude from its taxable income distribu-
tions of patronage dividends. In general, patronage dividends are
the profits of the cooperative that are rebated to its patrons pursu-
ant to a pre-existing obligation of the cooperative to do so. The re-
bate must be made in some equitable fashion on the basis of the
quantity or value of business done with the cooperative.

Except for tax-exempt farmers’ cooperatives, cooperatives that
are subject to the cooperative tax rules of subchapter T of the
Code 24 are permitted a deduction for patronage dividends from
their taxable income only to the extent of net income that is de-
rived from transactions with patrons who are members of the coop-
erative.2> The availability of such deductions from taxable income
has the effect of allowing the cooperative to be treated like a con-
duit with respect to profits derived from transactions with patrons
who are members of the cooperative.

Cooperatives that qualify as tax-exempt farmers’ cooperatives are
permitted to exclude patronage dividends from their taxable income
to the extent of all net income, including net income that is derived
from transactions with patrons who are not members of the cooper-
ative, provided the value of transactions with patrons who are not

23 Announcement 96-24, “Proposed Examination Guidelines Regarding Rural Electric Co-
operatives,” 1996-16 I.R.B. 30.

24 Sec. 1381, et seq.

25Sec. 1382.
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members of the cooperative does not exceed the value of trans-
actions with patrons who are members of the cooperative.26

Taxation of electric cooperatives exempt from subchapter T

In general, the cooperative tax rules of subchapter T apply to any
corporation operating on a cooperative basis (except mutual savings
banks, insurance companies, other tax-exempt organizations, and
certain utilities), including tax-exempt farmers’ cooperatives (de-
scribed in sec. 521(b)). However, subchapter T does not apply to an
organization that is “engaged in furnishing electric energy, or pro-
viding telephone service, to persons in rural areas.”27 Instead, elec-
tric cooperatives are taxed under rules that were generally applica-
ble to cooperatives prior to the enactment of subchapter T in 1962.
Under these rules, an electric cooperative can exclude patronage
dividends from taxable income to the extent of all net income of the
cooperative, including net income derived from transactions with
patrons who are not members of the cooperative.28

Tax exemption of rural electric cooperatives

In general

Section 501(c)(12) provides an income tax exemption for rural
electric cooperatives if at least 85 percent of the cooperative’s in-
come consists of amounts collected from members for the sole pur-
pose of meeting losses and expenses of providing service to its
members. The IRS takes the position that rural electric coopera-
tives also must comply with the fundamental cooperative principles
described above in order to qualify for tax exemption under section
501(c)(12).2° The 85-percent test 1s determined without taking into
account any income from: (1) qualified pole rentals; (2) open access
electric energy transmission services; (3) open access electric en-
ergy distribution services; (4) any nuclear decommissioning trans-
action; (5) any asset exchange or conversion transaction.30

Income from open access transactions

Income received or accrued by a rural electric cooperative (other
than income received or accrued directly or indirectly from a mem-
ber of the cooperative) from the provision or sale of electric energy
transmission services or ancillary services on a nondiscriminatory
open access basis under an open access transmission tariff ap-
proved or accepted by FERC or under an independent transmission
provider agreement approved or accepted by FERC (including an
agreement providing for the transfer of control-but not ownership-
of transmission facilities) is excluded in determining whether a
rural electric cooperative satisfies the 85-percent test for tax ex-
emption under section 501(c)(12).

In addition, income is excluded for purposes of the 85-percent
test if it is received or accrued by a rural electric cooperative (other
than income received or accrued directly or indirectly from a mem-
ber of the cooperative) from the provision or sale of electric energy

26 Sec. 521.

27 Sec. 1381(a)(2)(C).

28 See Rev. Rul. 83-135, 1983-2 C.B. 149.
29 Rev. Rul. 72-36, 1972-1 C.B. 151.
30Sec. 501(c)(12)(C).
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distribution services or ancillary services, provided such services
are provided on a nondiscriminatory open access basis to distribute
electric energy not owned by the cooperative: (1) to end-users who
are served by distribution facilities not owned by the cooperative or
any of its members; or (2) generated by a generation facility that
is not owned or leased by the cooperative or any of its members
and that is directly connected to distribution facilities owned by the
cooperative or any of its members.

The exclusion for income from open access transactions does not
apply to taxable years beginning after December 31, 2006.

Income from nuclear decommissioning transactions

Income received or accrued by a rural electric cooperative from
any “nuclear decommissioning transaction” also is excluded in de-
termining whether a rural electric cooperative satisfies the 85-per-
cent test for tax exemption under section 501(c)(12). The term “nu-
clear decommissioning transaction” is defined as—

1. any transfer into a trust, fund, or instrument established
to pay any nuclear decommissioning costs if the transfer is in
connection with the transfer of the cooperative’s interest in a
nuclear powerplant or nuclear powerplant unit;

2. any distribution from a trust, fund, or instrument estab-
lished to pay any nuclear decommissioning costs; or

3. any earnings from a trust, fund, or instrument established
to pay any nuclear decommissioning costs.

The exclusion for income from nuclear decommissioning trans-
actions does not apply to taxable years beginning after December
31, 2006.

Income from asset exchange or conversion transactions

Gain realized by a tax-exempt rural electric cooperative from a
voluntary exchange or involuntary conversion of certain property is
excluded in determining whether a rural electric cooperative satis-
fies the 85-percent test for tax exemption under section 501(c)(12).
This provision only applies to the extent that: (1) the gain would
qualify for deferred recognition under section 1031 (relating to ex-
changes of property held for productive use or investment) or sec-
tion 1033 (relating to involuntary conversions); and (2) the replace-
ment property that is acquired by the cooperative pursuant to sec-
tion 1031 or section 1033 (as the case may be) constitutes property
that is used, or to be used, for the purpose of generating, transmit-
ting, distributing, or selling electricity or natural gas.

The exclusion for income from asset exchange or conversion
transactions does not apply to taxable years beginning after De-
cember 31, 2006.

Treatment of income from load loss transactions

Tax-exempt rural electric cooperatives

Under present law, income received or accrued by a tax-exempt
rural electric cooperative from a “load loss transaction” is treated
under section 501(c)(12) as income collected from members for the
sole purpose of meeting losses and expenses of providing service to
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its members.31 Therefore, income from load loss transactions is
treated as member income in determining whether a rural electric
cooperative satisfies the 85-percent test for tax exemption under
section 501(c)(12). In addition, income from load loss transactions
does not cause a tax- exempt electric cooperative to fail to be treat-
ed for Federal income tax purposes as a mutual or cooperative com-
pﬁny under the fundamental cooperative principles described
above.

The term “load loss transaction” is generally defined as any
wholesale or retail sale of electric energy (other than to a member
of the cooperative) to the extent that the aggregate amount of such
sales during a seven-year period beginning with the “start-up year”
does not exceed the reduction in the amount of sales of electric en-
ergy during such period by the cooperative to members. The “start-
up year” is defined as the first year that the cooperative offers non-
discriminatory open access or, if later and at the election of the co-
operative, 2004.

Present law also excludes income received or accrued by rural
electric cooperatives from load loss transactions from the tax on un-
related trade or business income.

The special rule for income received or accrued by a tax-exempt
rural electric cooperative from a load loss transaction does not
apply to taxable years beginning after December 31, 2006.

Taxable electric cooperatives

The receipt or accrual of income from load loss transactions by
taxable electric cooperatives is treated as income from patrons who
are members of the cooperative.32 Thus, income from a load loss
transaction is excludible from the taxable income of a taxable elec-
tric cooperative if the cooperative distributes such income pursuant
to a pre-existing contract to distribute the income to a patron who
is not a member of the cooperative. In addition, income from load
loss transactions does not cause a taxable electric cooperative to
fail to be treated for Federal income tax purposes as a mutual or
cooperative company under the fundamental cooperative principles
described above.

The special rule for income received or accrued by a taxable elec-
tric cooperative from a load loss transaction does not apply to tax-
able years beginning after December 31, 2006.

Explanation of Provision

The provision eliminates the sunset date for the rules excluding
income received or accrued by tax-exempt rural electric coopera-
tives from open access electric energy transmission or distribution
services, any nuclear decommissioning transaction, and any asset
exchange or conversion transaction for purposes of the 85-percent
test under section 501(c)(12). The provision also eliminates the sun-
set date for the rule that allows income from load loss transactions
to be treated as member income in determining whether a rural
electric cooperative satisfies the 85-percent test. In addition, the
provision eliminates the sunset date for the rule that permits tax-

31Sec. 501(c)(12)(H).
32 Sec. 501(c)(12)(H).
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able electric cooperatives to treat the receipt or accrual of income
from load loss transactions as income from patrons who are mem-
bers of the cooperative.

Effective Date

The provision is effective on the date of enactment (August 8,
2005).

4. Dispositions of transmission property to implement FERC
restructuring policy (sec. 1305 of the Act and sec. 451 of
the Code)

Present Law

Generally, a taxpayer selling property recognizes gain to the ex-
tent the sales price (and any other consideration received) exceeds
the seller’s basis in the property. The recognized gain is subject to
current income tax unless the gain is deferred or not recognized
under a special tax provision.

One such special tax provision permits taxpayers to elect to rec-
ognize gain from qualifying electric transmission transactions rat-
ably over an eight-year period beginning in the year of sale if the
amount realized from such sale is used to purchase exempt utility
property within the applicable period33 (the “reinvestment prop-
erty”). If the amount realized exceeds the amount used to purchase
reinvestment property, any realized gain is recognized to the extent
of such excess in the year of the qualifying electric transmission
transaction.

A qualifying electric transmission transaction is the sale or other
disposition of property used by the taxpayer in the trade or busi-
ness of providing electric transmission services, or an ownership in-
terest in such an entity, to an independent transmission company
prior to January 1, 2007. In general, an independent transmission
company is defined as: (1) an independent transmission provider 34
approved by the FERC; (2) a person (i) who the FERC determines
under section 203 of the Federal Power Act (or by declaratory
order) is not a “market participant” and (ii) whose transmission fa-
cilities are placed under the operational control of a FERC-ap-
proved independent transmission provider before the close of the
period specified in such authorization, but not later than January
1, 2007; or (3) in the case of facilities subject to the jurisdiction of
the Public Utility Commission of Texas, (i) a person which is ap-
proved by that Commission as consistent with Texas State law re-
garding an independent transmission organization, or (ii) a political
subdivision, or affiliate thereof, whose transmission facilities are
under the operational control of an organization described in (i).

Exempt utility property is defined as: (1) property used in the
trade or business of generating, transmitting, distributing, or sell-
ing electricity or producing, transmitting, distributing, or selling
natural gas, or (2) stock in a controlled corporation whose principal
trade or business consists of the activities described in (1).

33The applicable period for a taxpayer to reinvest the proceeds is four years after the close
of the taxable year in which the qualifying electric transmission transaction occurs.

34For example, a regional transmission organization, an independent system operator, or an
independent transmission company.
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If a taxpayer is a member of an affiliated group of corporations
filing a consolidated return, the reinvestment property may be pur-
chased by any member of the affiliated group (in lieu of the tax-
payer).

Explanation of Provision

The Act extends the treatment under the present-law deferral
provision to sales or dispositions to an independent transmission
company prior to January 1, 2008. However, because the provision
is an extension of a present law provision which expires on Decem-
ber 31, 2006, only transactions occurring after December 31, 2006,
will be affected.

Effective Date

The provision is effective for transactions occurring after the date
of enactment (August 8, 2005).

5. Credit for production from advanced nuclear power fa-
cilities (sec. 1306 of the Act and new sec. 45J of the
Code)

Present Law

An income tax credit is allowed for production of electricity from
qualified facilities sold by the taxpayer to an unrelated person (sec.
45). Qualified facilities comprise wind energy facilities, “closed-
loop” biomass facilities, open-loop biomass (including agricultural
livestock waste nutrients) facilities, geothermal energy facilities,
solar energy facilities, small irrigation power facilities, landfill gas
facilities, and trash combustion facilities. The base amount of the
credit is 1.5 cents per kilowatt-hour (indexed for inflation) of elec-
tricity produced. The amount of the credit is 1.9 cents per kilowatt-
hour for 2005. However, electricity produced at open-loop biomass,
small irrigation power, and municipal solid waste facilities receives
only 50 percent of the credit, or 0.9 cents per kilowatt-hour for
2005. Generally, wind and closed-loop biomass facilities may claim
this credit for 10 years from the placed-in-service date of the facil-
ity. Other qualified facilities may claim the credit for only five
years from the placed-in-service date.

Present law does not provide a credit for electricity produced at
advanced nuclear power facilities.

Explanation of Provision

The Act permits a taxpayer producing electricity at a qualifying
advanced nuclear power facility to claim a credit equal to 1.8 cents
per kilowatt-hour of electricity produced for the eight- year period
starting when the facility is placed in service.35 The aggregate
amount of credit that a taxpayer may claim in any year during the

35The 1.8-cents credit amount is reduced, but not below zero, if the annual average contract
price per kilowatt-hour of electricity generated from advanced nuclear power facilities in the
preceding year exceeds eight cents per kilowatt-hour. The eight-cent price comparison level is
indexed for inflation after 1992.
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eight-year period is subject to limitation based on allocated capac-
ity and an annual limitation as described below.

A qualifying advanced nuclear facility is an advanced nuclear fa-
cility for which the taxpayer has received an allocation of megawatt
capacity from the Secretary and is placed in service before January
1, 2021. The taxpayer may only claim credit for production of elec-
tricity equal to the ratio of the allocated capacity that the taxpayer
receives from the Secretary to the rated nameplate capacity of the
taxpayer’s facility. For example, if the taxpayer receives an alloca-
tion of 750 megawatts of capacity from the Secretary and the tax-
payer’s facility has a rated nameplate capacity of 1,000 megawatts,
then the taxpayer may claim three-quarters of the otherwise allow-
able credit, or 1.35 cents per kilowatt-hour, for each kilowatt-hour
of electricity produced at the facility (subject to the annual limita-
tion described below). The Secretary may allocate up to 6,000
megawatts of capacity.

A taxpayer operating a qualified facility may claim no more than
$125 million in tax credits per 1,000 megawatts of allocated capac-
ity in any one year of the eight-year credit period. If the taxpayer
operates a 1,350 megawatt rated nameplate capacity system and
has received an allocation from the Secretary for 1,350 megawatts
of capacity eligible for the credit, the taxpayer’s annual limitation
on credits that may be claimed is equal to 1.35 times $125 million,
or $168.75 million. If the taxpayer operates a facility with a name-
plate rated capacity of 1,350 megawatts, but has received an alloca-
tion from the Secretary for 750 megawatts of credit eligible capac-
ity, then the two limitations apply such that the taxpayer may
claim a credit equal to 1 cent per kilowatt-hour of electricity pro-
duced (as described above) subject to an annual credit limitation of
$93.75 million in credits (three-quarters of $125 million).

An advanced nuclear facility is any nuclear facility for the pro-
duction of electricity, the reactor design for which was approved
after 1993 by the Nuclear Regulatory Commission. For this pur-
pose, a qualifying advanced nuclear facility does not include any fa-
cility for which a substantially similar design for a facility of com-
parable capacity was approved before 1994.

In addition, the credit allowable to the taxpayer is reduced by
reason of grants, tax-exempt bonds, subsidized energy financing,
and other credits, but such reduction cannot exceed 50 percent of
the otherwise allowable credit. The credit is treated as part of the
general business credit.

Effective Date

The provision applies to electricity produced in taxable years be-
ginning after the date of enactment (August 8, 2005).

6. Credit for investment in clean coal facilities (sec. 1307 of
the Act and new secs. 48A and 48B of the Code)

Present Law

Present law does not provide an investment credit for electricity
production facilities property that uses coal as a fuel or for the gas-
ification of coal or other materials. However, a nonrefundable, 10-
percent investment tax credit (“energy credit”) is allowed for the
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cost of new property that is equipment (1) that uses solar energy
to generate electricity, to heat or cool a structure, or to provide
solar process heat, or (2) that is used to produce, distribute, or use
energy derived from a geothermal deposit, but only, in the case of
electricity generated by geothermal power, up to the electric trans-
mission stage (sec. 48). The energy credit is a component of the
general business credit (sec. 38(b)(1)).

Explanation of Provision 3¢

The provision creates two new 20-percent investment tax credits.
Both credits are available only to projects certified by the Secretary
of Treasury, in consultation with the Secretary of Energy. Certifi-
cations are issued using a competitive bidding process.

With respect to the first investment tax credit, the Secretary may
allocate investment credits for projects using integrated gasification
combined cycle (“IGCC”) and other advanced coal-based electricity
generation technologies based on the amount invested. Qualified
projects must be economically feasible and use the appropriate
clean coal technologies. The Secretary may allocate $800 million of
credits to IGCC projects and $500 million of credits to projects
using other advanced coal-based technologies.

In determining which projects to certify that use IGCC tech-
nology, the Secretary must allocate power generation capacity in
relatively equal amounts to projects that use bituminous coal, sub-
bituminous coal, and lignite as primary feedstock. In addition, the
Secretary must give high priority to projects which include green-
house gas capture capability, increased by-product utilization, and
other benefits.

Under the provision, the credit available to IGCC projects is 20
percent of qualified investments, and the credit for other advanced
coal-based projects is 15 percent of qualified investments. With re-
spect to IGCC projects, credit-eligible investments include only in-
vestments in property associated with the gasification of coal, in-
cluding any coal handling and gas separation equipment. Thus, in-
vestments in equipment that could operate by drawing fuel directly
from a natural gas pipeline do not qualify for the credit.

With respect to the second investment tax credit, the provision
authorizes certification of certain gasification projects. Qualified
gasification projects convert coal, petroleum residue, biomass, or
other materials recovered for their energy or feedstock value into
a synthesis gas composed primarily of carbon monoxide and hydro-
gen for direct use or subsequent chemical or physical conversion.
Under the provision, certified gasification projects are eligible for
the new 20 percent investment tax credit.

Under the provision, the total amount of gasification credits allo-
cable by the Secretary is $350 million. In addition, a maximum of
$650 million of credit-eligible investment may be allocated to any
single gasification project. The provision specifies that only prop-
erty which is part of a qualifying gasification project and necessary
for the gasification technology of such project is eligible for the gas-
ification credit.

36 The provision was subsequently modified in Division A, section 201 of the Tax Relief and
Health Care Act of 2006, Pub. L. No. 109-432, described in Part Fourteen.
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Effective Date

The credits apply to periods after the date of enactment (August
8, 2005), under rules similar to the rules of section 48(m) (as in ef-
fect before its repeal).

7. Transmission property treated as fifteen-year property
(sec. 1308 of the Act and sec. 168 of the Code)

Present Law

The applicable recovery period for assets placed in service under
the Modified Accelerated Cost Recovery System is based on the
“class life of the property.” The class lives of assets placed in serv-
ice after 1986 are generally set forth in Revenue Procedure 87—
56.37 Assets used in the transmission and distribution of electricity
for sale and related land improvements are assigned a 20—year re-
covery period and a class life of 30 years.

Explanation of Provision

The provision establishes a statutory 15-year recovery period and
a class life of 30 years for certain assets used in the transmission
of electricity for sale and related land improvements. For purposes
of the provision, section 1245 property used in the transmission at
69 or more kilovolts of electricity for sale, the original use of which
commences with the taxpayer after April 11, 2005, will qualify for
the new recovery period.

Effective Date

The provision is generally effective for property placed in service
after April 11, 2005. However, the provision does not apply to prop-
erty which is the subject of a binding contract on or before April
11, 2005.38

8. Amortization of atmospheric pollution control facilities
(sec. 1309 of the Act and sec. 169 of the Code)

Present Law

In general, a taxpayer may elect to recover the cost of any cer-
tified pollution control facility over a period of 60 months.32 A cer-
tified pollution control facility is defined as a new, identifiable
treatment facility which (1) is used in connection with a plant in
operation before January 1, 1976, to abate or control water or at-
mospheric pollution or contamination by removing, altering, dis-
posing, storing, or preventing the creation or emission of pollut-
ants, contaminants, wastes or heat; and (2) does not lead to a sig-
nificant increase in output or capacity, a significant extension of
useful life, a significant reduction in total operating costs for such
plant or other property (or any unit thereof), or a significant alter-

371987-2 C.B. 674 (as clarified and modified by Rev. Proc. 88-22, 1988-1 C.B. 785).

38In the case of self-constructed property, the provision does not apply to property under con-
struction on or before April 11, 2005

39 Sec. 169. For purposes of computing alternative minimum taxable income, the depreciation
deduction is determined using the straight-line method over the applicable regular tax recovery
period.
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ation in the nature of a manufacturing production process or facil-
ity. Certification is required by appropriate State and Federal au-
thorities that the facility complies with appropriate standards.

For a pollution control facility with a useful life greater than 15
years, only the portion of the basis attributable to the first 15 years
is eligible to be amortized over a 60-month period.4° In addition,
a corporate taxpayer must reduce the amount of basis otherwise el-
igible for the 60-month recovery by 20 percent.4l The amount of
basis not eligible for 60-month amortization is depreciable under
the regular tax rules for depreciation.

Explanation of Provision

Under the provision, a certified air pollution control facility (but
not a water pollution control facility) used in connection with an
electric generation plant which is primarily coal fired will be eligi-
ble for 84-month amortization if the associated plant or other prop-
erty was not in operation prior to January 1, 1976. The present-
law 60-month amortization period remains in effect for any cer-
tified air pollution control facility used in connection with an elec-
tric generation plant which is primarily coal fired and which was
in operation prior to January 1, 1976.

In the case of a facility used in connection with a plant or other
property not in operation before January 1, 1976, the facility must
be property that either (i) the construction, reconstruction, or erec-
tion of which is completed by the taxpayer after April 11, 2005 (to
the extent of the portion of the basis properly attributable to the
construction, reconstruction, or erection after that date), or (ii) is
acquired after April 11, 2005, if the original use of the property
commences with the taxpayer after that date. The provision does
not change the present-law rules relating to corporate taxpayers or
to pollution control facilities with a useful life greater than 15
years, and the provision does not modify in any way the treatment
of water pollution control facilities.

Effective Date

The provision is effective for air pollution control facilities placed
in service after April 11, 2005.

9. Modification to special rules for nuclear decommissioning
costs (sec. 1310 of the Act and sec. 468A of the Code)

Present Law

Overview

Special rules dealing with nuclear decommissioning reserve
funds were enacted in the Deficit Reduction Act of 1984 (“1984
Act”), when tax issues regarding the time value of money were ad-
dressed generally. Under general tax accounting rules, a deduction
for accrual basis taxpayers is deferred until there is economic per-

40The amount attributable to the first 15 years is equal to an amount which bears the same
ratio to the portion of the adjusted basis of the facility, which would be eligible for amortization
but for the application of this rule, as 15 bears to the number of years of useful life of the facil-

ity.
41 Sec. 291(a)(5).
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formance for the item for which the deduction is claimed. However,
the 1984 Act contains an exception under which a taxpayer respon-
sible for nuclear powerplant decommissioning may elect to deduct
contributions made to a qualified nuclear decommissioning fund for
future decommissioning costs. Taxpayers who do not elect this pro-
vision are subject to general tax accounting rules.

Qualified nuclear decommissioning fund

A qualified nuclear decommissioning fund (a “qualified fund”) is
a segregated fund established by a taxpayer that is used exclu-
sively for the payment of decommissioning costs, taxes on fund in-
come, management costs of the fund, and for making investments.
The income of the fund is taxed at a reduced rate of 20 percent for
taxable years beginning after December 31, 1995.42

Contributions to a qualified fund are deductible in the year made
to the extent that these amounts were collected as part of the cost
of service to ratepayers (the “cost of service requirement”).43 Funds
withdrawn by the taxpayer to pay for decommissioning costs are
included in the taxpayer’s income, but the taxpayer also is entitled
to a deduction for decommissioning costs as economic performance
for such costs occurs.

Accumulations in a qualified fund are limited to the amount re-
quired to fund decommissioning costs of a nuclear powerplant for
the period during which the qualified fund is in existence (gen-
erally post-1984 decommissioning costs of a nuclear powerplant).
For this purpose, decommissioning costs are considered to accrue
ratably over a nuclear powerplant’s estimated useful life. In order
to prevent accumulations of funds over the remaining life of a nu-
clear powerplant in excess of those required to pay future decom-
missioning costs of such nuclear powerplant and to ensure that
contributions to a qualified fund are not deducted more rapidly
than level funding (taking into account an appropriate discount
rate), taxpayers must obtain a ruling from the IRS to establish the
maximum annual contribution that may be made to a qualified
fund (the “ruling amount”). In certain instances (e.g., change in es-
timates), a taxpayer is required to obtain a new ruling amount to
reflect updated information.

A qualified fund may be transferred in connection with the sale,
exchange or other transfer of the nuclear powerplant to which it re-
lates. If the transferee is a regulated public utility and meets cer-
tain other requirements, the transfer will be treated as a non-
taxable transaction. No gain or loss will be recognized on the trans-
fer of the qualified fund and the transferee will take the trans-
feror’s basis in the fund.#* The transferee is required to obtain a

42 As originally enacted in 1984, a qualified fund paid tax on its earnings at the top corporate
rate and, as a result, there was no present-value tax benefit of making deductible contributions
to a qualified fund. Also, as originally enacted, the funds in the trust could be invested only
in certain low risk investments. Subsequent amendments to the provision have reduced the rate
of tax on a qualified fund to 20 percent and removed the restrictions on the types of permitted
investments that a qualified fund can make.

43Taxpayers are required to include in gross income customer charges for decommissioning
costs (sec. 88).

44Treas. Reg. sec. 1.468A-6.
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new ruling amount from the IRS or accept a discretionary deter-
mination by the IRS.45

Nongqualified nuclear decommissioning funds

Federal and State regulators may require utilities to set aside
funds for nuclear decommissioning costs in excess of the amount al-
lowed as a deductible contribution to a qualified fund. In addition,
taxpayers may have set aside funds prior to the effective date of
the qualified fund rules.46 The treatment of amounts set aside for
decommissioning costs prior to 1984 varies. Some taxpayers may
have received no tax benefit while others may have deducted such
amounts or excluded such amounts from income. Since 1984, tax-
payers have been required to include in gross income customer
charges for decommissioning costs (sec. 88), and a deduction has
not been allowed for amounts set aside to pay for decommissioning
costs except through the use of a qualified fund. Income earned in
a nonqualified fund is taxable to the fund’s owner as it is earned.

Explanation of Provision

Repeal of cost of service requirement

The provision repeals the cost of service requirement for deduct-
ible contributions to a nuclear decommissioning fund. Thus, all tax-
payers, including unregulated taxpayers, are allowed a deduction
for amounts contributed to a qualified fund.

Permit contributions to a qualified fund for pre-1984 decom-
missioning costs

The provision also repeals the limitation that a qualified fund
only accumulate an amount sufficient to pay for a nuclear power-
plant’s decommissioning costs incurred during the period that the
qualified fund is in existence (generally post-1984 decommissioning
costs). Thus, any taxpayer is permitted to accumulate an amount
sufficient to cover the present value of 100 percent of a nuclear
powerplant’s estimated decommissioning costs in a qualified fund.
The provision does not change the requirement that contributions
to a qualified fund not be deducted more rapidly than level fund-
ing.

Exception to ruling amount for certain decommissioning
costs

The provision permits a taxpayer to make contributions to a
qualified fund in excess of the ruling amount in one circumstance.
Specifically, a taxpayer is permitted to contribute up to the present
value of total nuclear decommissioning costs with respect to a nu-
clear powerplant previously excluded under section 468A(d)(2)(A).47
It is anticipated that an amount that is permitted to be contributed
under this special rule shall be determined using the estimate of

45Treas. Reg. sec. 1.468A—6(f).

46 These funds are generally referred to as “nonqualified funds.”

47For example, if %100 is the present value of the total decommissioning costs of a nuclear
powerplant, and if under present law the qualified fund is only permitted to accumulate $75
of decommissioning costs over such plant’s estimated useful life (because the qualified fund was
not in existence during 25 percent of the estimated useful life of the nuclear powerplant), a tax-
payer could contribute $25 to the qualified fund under this component of the provision.
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total decommissioning costs used for purposes of determining the
taxpayer’s most recent ruling amount. Any amount transferred to
the qualified fund under this special rule is allowed as a deduction
over the remaining useful life of the nuclear powerplant.4® If a
qualified fund that has received amounts under this rule is trans-
ferred to another person, the transferor will be permitted a deduc-
tion for any remaining deductible amounts at the time of transfer.

The provision requires that a taxpayer apply for a new ruling
amount with respect to a nuclear powerplant in any tax year in
which the powerplant is granted a license renewal, extending its
useful life.

Effective Date

The provision is effective for taxable years beginning after De-
cember 31, 2005.

10. Five-year carryback of net operating losses for certain
electric utility companies (sec. 1311 of the Act and sec.
172 of the Code)

Present Law

A net operating loss (“NOL”) is, generally, the amount by which
a taxpayer’s allowable deductions exceed the taxpayer’s gross in-
come. A carryback of an NOL generally results in the refund of
Federal income tax for the carryback year. A carryover of an NOL
reduces Federal income tax for the carryover year.

In general, an NOL may be carried back two years and carried
over 20 years to offset taxable income in such years.#® Under
present-law ordering rules, NOLs generally are first applied to the
earliest of the taxable years to which the loss may be carried.50

Different rules apply with respect to NOLs arising in certain cir-
cumstances. For example, a three-year carryback applies with re-
spect to NOLs (1) arising from casualty or theft losses of individ-
uals, or (2) attributable to Presidentially declared disasters for tax-
payers engaged in a farming business or a small business. A five-
year carryback period applies to NOLs from a farming loss (regard-
less of whether the loss was incurred in a Presidentially declared
disaster area). Special rules also apply to real estate investment
trusts (no carryback), specified liability losses (10-year carryback),
and excess interest losses (no carryback to any year preceding a
corporate equity reduction transaction).

Section 202 of the Job Creation and Worker Assistance Act of
200251 (“JCWAA”) provided a temporary extension of the general
NOL carryback period to five years (from two years) for NOLs aris-
ing in taxable years ending in 2001 and 2002. In addition, the five-
year carryback period applies to NOLs from these years that qual-
ify under present law for a three- year carryback period (i.e., NOLs

48 A taxpayer recognizes no gain or loss on the contribution of property to a qualified fund
under this special rule. The qualified fund will take a transferred (carryover) basis in such prop-
erty. Correspondingly, a taxpayer’s deduction (over the estimated life of the nuclear powerplant)
is to be based on the adjusted tax basis of the property contributed rather than the fair market
value of such property.

49 Sec. 172.

50 Sec. 172(b)(2).

51Pub. L. No. 107-147.
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arising from casualty or theft losses of individuals or attributable
to certain Presidentially declared disaster areas).

A taxpayer can elect to forgo the five-year carryback period. The
election to forgo the five-year carryback period is made in the man-
ner prescribed by the Secretary of the Treasury and must be made
by the due date of the return (including extensions) for the year of
the loss. The election is irrevocable. If a taxpayer elects to forgo the
five-year carryback period, then the losses are subject to the rules
that otherwise would apply under section 172 absent the provision.

Explanation of Provision

The provision provides an election for certain electric utility com-
panies to extend the carryback period to five years for a portion of
NOLs arising in 2003, 2004, and 2005 (“loss years”). The election
may be made during any taxable year ending after December 31,
2005, and before January 1, 2009 (“election years”). An electing
taxpayer must specify to which loss year the election applies.

The portion of the loss year NOL to which the election may apply
is limited to 20 percent of the amount of the taxpayer’s qualifying
investment in the taxable year prior to the year in which the elec-
tion is made (the “qualifying investment limitation”). Rules similar
to those applicable to specified liability losses apply, and any re-
maining portion of the loss year NOL remains subject to the
present law NOL carryover rules. Only one election may be made
in any election year, and elections may not be made for more than
one election year beginning in the same calendar year. Thus, for
example, a taxpayer with two short taxable years beginning in cal-
endar year 2006 1s eligible to make an election under this provision
in only one of those two short taxable years. Once an election has
been made with respect to a loss year, no subsequent election is
available with respect to that loss year.

For purposes of calculating interest on overpayments, any over-
payment resulting from a five-year NOL carryback elected under
this provision is deemed not to have been made prior to the filing
date for the taxable year in which the election is made. The statute
of limitations for refund claims, and that for assessment of defi-
ciencies, are also extended.

An election under this provision is made in such manner as the
Secretary may prescribe. However, Congress expects that the filing
of a refund claim will be considered sufficient for making the elec-
tion, provided that the taxpayer attaches to the refund claim a
statement specifying the election year, the loss year, and the
amount of qualifying investment in electric transmission property
and pollution control facilities in the preceding taxable year.

Under the provision, an investment in electric transmission prop-
erty qualifies if it is a capital expenditure made by the taxpayer
which is attributable to electric transmission property used by the
taxpayer in the transmission at 69 or more kilovolts of electricity
for sale. An investment in pollution control equipment qualifies if
it is a capital expenditure, made by an electric utility company (as
defined in the Public Utility Holding Company Act as in effect on
the day before the date of enactment of the provision), which is at-
tributable to a facility which will qualify as a certified pollution
control facility, generally as defined under section 169(d)(1) but
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without regard to the requirements therein that the facility be new
or that it be used in connection with a plant or other property in
operation before January 1, 1976.

The Congress recognizes that a significant amount of time may
be required between the date of a capital expenditure for electric
transmission property or pollution control equipment and the date
the property is placed in service. Accordingly, there is no require-
ment that the transmission property or pollution control facilities
be placed in service in the year in which the capital expenditures
are incurred. However, it is intended that qualifying investment
under the provision includes only capital expenditures to which the
taxpayer is committed and with respect to property which the tax-
payer intends to ultimately place in service in the taxpayer’s trade
or business. Under the provision, capital expenditures which, at the
taxpayer’s option, are refundable or subject to material modifica-
tion in a manner which would not meet the requirements of the
provision, may not be taken into account. For example, if a tax-
payer makes a cash deposit with respect to a contract for the pur-
chase of electric transmission property, and the contract contains
an option (or there is otherwise an understanding) under which the
taxpayer may subsequently apply the deposit to the purchase of
equipment other than electric transmission property, the deposit is
not included in the taxpayer’s qualifying investment. This rule is
intended as an anti-abuse rule and should be interpreted to pre-
vent a taxpayer from taking into account capital expenditures to
which the taxpayer is not permanently committed.

Effective Date

The provision is effective for elections made in taxable years end-
ing after December 31, 2005.

11. Modification of credit for producing fuel from a non-con-
ventional source (secs. 1321 and 1322 of the Act and sec.
29 and new sec. 45K of the Code)

Present Law

Certain fuels produced from “non-conventional sources” and sold
to unrelated parties are eligible for an income tax credit equal to
$3 (generally adjusted for inflation)52 per barrel or Btu oil barrel
equivalent (“section 29 credit”). Qualified fuels must be produced
within the United States.

Qualified fuels include:

e oil produced from shale and tar sands;

e gas produced from geopressured brine, Devonian shale,
coal seams, tight formations, or biomass; and

e liquid, gaseous, or solid synthetic fuels produced from coal
(including lignite).

Generally, the section 29 credit has expired, except for certain
biomass gas and synthetic fuels sold before January 1, 2008, and
produced at facilities placed in service after December 31, 1992,
and before July 1, 1998.

52The value of the credit in 2004 was $6.56 per barrel-of-oil equivalent produced, which is
approximately $1.16 per thousand cubic feet of natural gas.
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The section 29 credit may not exceed the excess of the regular
tax liability over the tentative minimum tax. Unused section 29
credits may not be carried forward or carried back to other taxable
years. However, to the extent the section 29 credit is disallowed be-
cause of the tentative minimum tax, the minimum tax credit allow-
able in future years is increased by the amount so disallowed.

Other business credits are included in the general business credit
(sec. 38). Generally, the general business credit may not exceed the
excess of the taxpayer’s net income tax over the greater of the tax-
payer’s tentative minimum tax or 25 percent of so much of the tax-
payer’s net regular tax liability as exceeds $25,000. General busi-
ness credits in excess of this limitation may be carried back one
year and forward up to 20 years. The section 29 credit is not part
of the general business credit.

The section 29 credit includes definitional cross-references and a
credit limitation relating to the Natural Gas Policy Act of 1978.
The Natural Gas Policy Act of 1978 has been repealed.

Reasons for Change

The Congress recognizes that the section 29 credit is not part of
the general business credits and therefore no carryback or
carryforward is available for the credit. The Congress believes that
the carryback and carryforward rules should apply to the credit,
and therefore believes it is appropriate to treat the credit as part
of the general business credits.

Explanation of Provision 53

The provision makes the credit for producing fuel from a non-
conventional source part of the general business credit. Thus, the
credit for producing fuel from a non-conventional source will be
subject to the limitations applicable to the general business credit.
Any unused credits may be carried back one year and forward 20
years.

In addition to making the section 29 credit part of the general
business credit, the provision adds a production credit for qualified
facilities that produce coke or coke gas. Qualified facilities must
have been placed in service before January 1, 1993, or after June
30, 1998, and before January 1, 2010. A single facility for the pro-
duction of coke or coke gas is generally composed of multiple coke
ovens or similar structures.

The production credit may be claimed with respect to coke and
coke gas produced and sold during the period beginning on the
later of January 1, 2006, or the date such facility is placed in serv-
ice and ending on the date which is four years after such period
began. The amount of credit-eligible coke produced may not exceed
an average barrel-of-oil equivalent of 4,000 barrels per day. The
$3.00 credit for coke or coke gas is indexed for inflation using 2004
as the base year instead of 1979. A facility that has claimed a cred-
it under Code section 29(g) is not eligible to claim the new credit
for producing coke or coke gas.

53 The provision was subsequently modified in Division A, section 211 of the Tax Relief and
Health Care Act of 2006, Pub. L. No. 109-432, described in Part Fourteen.
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The Congress understands that the Internal Revenue Service has
stopped issuing private letter rulings and other taxpayer-specific
guidance regarding the section 29 credit. The Congress believes
that the Internal Revenue Service should consider issuing such rul-
ings and guidance on an expedited basis to those taxpayers who
had pending ruling requests at the time the moratorium was im-
plemented.

The provision also makes certain clerical changes in cross-ref-
erences to the Natural Gas Policy Act of 1978, which has been re-
pealed.

Effective Date

The provision applies to credits determined for taxable years
ending after December 31, 2005.5¢ The clerical changes are effec-
tive on the date of enactment.

12. Temporary expensing for equipment used in the refining
of liquid fuels (sec. 1323 of the Act and new sec. 179C of
the Code)

Present Law

Depreciation of refinery assets

Under present law, depreciation allowances for property used in
a trade or business generally are determined under the Modified
Accelerated Cost Recovery System (“MACRS”) of section 168 of the
Internal Revenue Code. Under MACRS, petroleum refining assets
are depreciated for regular tax purposes over a 10-year recovery pe-
riod using the double declining balance method. Petroleum refining
assets are assets used for distillation, fractionation, and catalytic
cracking of crude petroleum into gasoline and its other components.
Present law also provides a special expensing rule for small refin-
ers for capital costs incurred in complying with Environmental Pro-
tection Agency sulfur regulations.

Taxation of cooperatives and their patrons

For Federal income tax purposes, a cooperative generally com-
putes its income as if it were a taxable corporation, with one excep-
tion—the cooperative may exclude from its taxable income distribu-
tions of patronage dividends. Generally, cooperatives that are sub-
ject to the cooperative tax rules of subchapter T of the Code?5> are
permitted a deduction for patronage dividends from their taxable
income only to the extent of net income that is derived from trans-
actions with patrons who are members of the cooperative.?¢ The
availability of such deductions from taxable income has the effect
of allowing the cooperative to be treated like a conduit with respect
to profits derived from transactions with patrons who are members
of the cooperative.

54The credit may not be carried back to a taxable year ending before January 1, 2006 (sec.
39(d)).

55Sec. 1381, et seq.

56 Sec. 1382.
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Explanation of Provision

The provision provides a temporary election to expense 50 per-
cent of qualified refinery property.5” The remaining 50 percent is
recovered as under present law. Qualified refinery property in-
cludes assets, located in the United States, used in the refining of
liquid fuels: (1) with respect to the construction of which there is
a binding construction contract before January 1, 2008;58 (2) which
are placed in service before January 1, 2012; (3) which increase the
capacity of an existing refinery by at least five percent®? or in-
crease the percentage of total throughput®0 attributable to quali-
fied fuels (as defined in present law section 29(c), which is redesig-
nated as section 45K(c) by section 1322(a)(1) of the Act)6! such
that it equals or exceeds 25 percent; and (4) which meet all applica-
ble environmental laws in effect when the property is placed in
service.%2

The expensing election is not available with respect to identifi-
able refinery property built solely to comply with consent decrees
or projects mandated by Federal, State, or local governments. For
example, a taxpayer may not elect to expense the cost of a scrub-
ber, even if the scrubber is installed as part of a larger project, if
the scrubber does not increase throughput or increased capacity to
accommodate qualified fuels and is necessary for the refinery to
comply with the Clean Air Act. This exclusion applies regardless of
whether the mandate or consent decree addresses environmental
concerns with respect to the refinery itself or the refined fuels.

The provision allows cooperative organizations to pass through to
the owners of such organizations the expensing deduction for quali-
fied refinery property. To the extent the deduction is passed
through to owners, the cooperative is denied deductions it would
otherwise be entitled with respect to qualified refinery property.
Under the provision, a cooperative organization electing to pass the
expensing deduction through to its owners must make such an elec-
tion on the tax return for the taxable year to which the deduction

57For purposes of the provision, the term “refinery” refers to facilities the primary purpose
of which is the processing of crude oil (whether or not previously refined) or qualified fuels (as
defined in present law section 29(c), which is redesignated as section 45K(c) under section
1322(a)(1) of the Act). The limitation of present law section 29(d) (redesignated as section 45K(d)
under the Act) requiring domestic production of qualified fuels is not applicable with respect to
the definition of refinery under this provision; thus, otherwise qualifying refinery property will
be eligible for the provision even if the primary purpose of the refinery is the processing of oil
produced from shale and tar sands outside the United States. The term refinery would include
a facility which processes coal via gas into liquid fuel.

58 This requirement also may be met by placing the property in service before January 1, 2008
or, in the case of self-constructed property, by beginning construction after June 14, 2005 and
before January 1, 2008.

59 The five percent capacity requirement refers to the output capacity of the refinery, as meas-
ured by the volume of finished products other than asphalt and lube oil, rather than input ca-
pacity, as measured by rated capacity.

60 For purposes of the provision, the throughput of a refinery is measured on the basis of bar-
rels per calendar day. Barrels per calendar day is the amount of fuels that a facility can process
under usual operating conditions, expressed in terms of capacity during a 24-hour period and
reduced to account for down time and other limitations.

61The limitation of present law section 29(d) (redesignated as section 45K(d) under section
1322(a)(1) of the Act) regarding domestic production is not applicable with respect to the defini-
tion of qualified fuels under this provision.

62The requirement to meet all applicable environmental laws applies specifically to the refin-
ery or portion of a refinery placed in service after the date of enactment. A refinery’s failure
to meet applicable environmental laws with respect to a portion of the refinery which was in
service prior to the effective date will not disqualify the taxpayer from making the election
under the provision with respect to otherwise qualifying refinery property.



41

relates. Once made, the election is irrevocable. Moreover, the orga-
nization making the election must provide cooperative owners re-
ceiving an allocation of the deduction written notice of the amount
of such allocation.

As a condition of eligibility for the expensing of equipment used
in the refining of liquid fuels, the provision provides that a refinery
must report to the IRS concerning its refinery operations (e.g. pro-
duction and output).

Effective Date

The provision is effective for property placed in service after the
date of enactment (August 8, 2005), the original use of which be-
gins with the taxpayer, provided the property was not subject to a
binding contract for construction on or before June 14, 2005. An ex-
ception to the original use requirement is provided for property
which would meet the requirement but for a sale-leaseback trans-
action within the first three months after the property is originally
placed in service.

13. Allow pass through to owners of deduction for capital
costs incurred by small refiner cooperative in complying
with environmental protection agency sulfur regula-
tions (sec. 1324 of the Act and sec. 179B of the Code)

Present Law

Expensing and credit for small refiners

Taxpayers generally may recover the costs of investments in re-
finery property through annual depreciation deductions. In addi-
tion, the Code permits small business refiners to immediately de-
duct as an expense up to 75 percent of the costs paid or incurred
for the purpose of complying with the Highway Diesel Fuel Sulfur
Control Requirements of the Environmental Protection Agency
(“EPA”). Costs qualifying for the deduction are those costs paid or
incurred with respect to any facility of a small business refiner dur-
ing the period beginning on January 1, 2003 and ending on the ear-
lier of the date that is one year after the date on which the tax-
payer must comply with the applicable EPA regulations or Decem-
ber 31, 2009.

The Code also provides that a small business refiner may claim
a credit equal to five cents per gallon for each gallon of low sulfur
diesel fuel produced during the taxable year that is in compliance
with the Highway Diesel Fuel Sulfur Control Requirements. The
total production credit claimed by the taxpayer is limited to 25 per-
cent of the capital costs incurred to come into compliance with the
EPA diesel fuel requirements. As with the deduction permitted
under present law, costs qualifying for the credit are those costs
paid or incurred with respect to any facility of a small business re-
finer during the period beginning on January 1, 2003 and ending
on the earlier of the date that is one year after the date on which
the taxpayer must comply with the applicable EPA regulations or
December 31, 2009. The taxpayer’s basis in property with respect
to which the credit applies is reduced by the amount of production
credit claimed.
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For these purposes, a small business refiner is a taxpayer who
is within the business of refining petroleum products, employs not
more than 1,500 employees directly in refining, and has less than
205,000 barrels per day (average) of total refinery capacity. The de-
duction is reduced, pro rata, for taxpayers with capacity in excess
of 155,000 barrels per day.

In the case of a qualifying small business refiner that is owned
by a cooperative, the cooperative is allowed to elect to pass any pro-
duction credits to patrons of the organization. Present law does not
permit cooperatives to pass through to members the deduction per-
mitted for the costs paid or incurred for the purpose of complying
with the Highway Diesel Fuel Sulfur Control Requirements.

Taxation of cooperatives and their patrons

For Federal income tax purposes, a cooperative generally com-
putes its income as if it were a taxable corporation, with one excep-
tion—the cooperative may exclude from its taxable income distribu-
tions of patronage dividends. In general, patronage dividends are
the profits of the cooperative that are rebated to its patrons pursu-
ant to a pre-existing obligation of the cooperative to do so. The re-
bate must be made in some equitable fashion on the basis of the
quantity or value of business done with the cooperative.

Except for tax-exempt farmers’ cooperatives, cooperatives that
are subject to the cooperative tax rules of subchapter T of the
Code %3 are permitted a deduction for patronage dividends from
their taxable income only to the extent of net income that is de-
rived from transactions with patrons who are members of the coop-
erative. 6¢ The availability of such deductions from taxable income
has the effect of allowing the cooperative to be treated like a con-
duit with respect to profits derived from transactions with patrons
who are members of the cooperative.

Cooperatives that qualify as tax-exempt farmers’ cooperatives are
permitted to exclude patronage dividends from their taxable income
to the extent of all net income, including net income that is derived
from transactions with patrons who are not members of the cooper-
ative, provided the value of transactions with patrons who are not
members of the cooperative does not exceed the value of trans-
actions with patrons who are members of the cooperative. 65

Explanation of Provision

The provision allows cooperatives to elect to pass through to
their owners the deduction permitted for costs paid or incurred for
the purpose of complying with the Highway Diesel Fuel Sulfur
Control Requirements. The election must be made on the tax re-
turn of the organization for the taxable year to which the deduction
relates. Once made, the election is irrevocable. In addition, the or-
ganization making such an election must provide cooperative own-
ers receiving an allocation of the deduction written notice of the
amount of such allocation. The written notice must be provided by
the due date for the tax return on which the election is made. Fi-

63 Sec. 1381, et seq.
64Sec. 1382.
65Sec. 521.
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nally, to the extent the deduction is passed through to owners, the
cooperative is denied deductions it would otherwise be entitled with
respect to costs attributable to complying with the Highway Diesel
Fuel Sulfur Control Requirements.

Effective Date

The provision is effective as if included in the amendments made
by section 338(a) of the American Jobs Creation Act of 2004 (effec-
tive for expenses paid or incurred after December 31, 2002, in tax-
able years ending after such date). 66

14. Natural gas distribution lines treated as fifteen-year
property (sec. 1325 of the Act and sec. 168 of the Code)

Present Law

The applicable recovery period for assets placed in service under
the Modified Accelerated Cost Recovery System is based on the
“class life of the property.” The class lives of assets placed in serv-
ice after 1986 are generally set forth in Revenue Procedure 87-
56.67 Natural gas distribution pipelines are assigned a 20-year re-
covery period and a class life of 35 years.

Explanation of Provision

The provision establishes a statutory 15-year recovery period and
a class life of 35 years for natural gas distribution lines.

Effective Date

The provision is effective for property, the original use of which
begins with the taxpayer after April 11, 2005, which is placed in
service after April 11, 2005 and before January 1, 2011. The provi-
sion does not apply to property subject to a binding contract on or
before April 11, 2005. 68

15. Natural gas gathering lines treated as seven-year prop-
erty (sec. 1326 of the Act and sec. 168 of the Code)

Present Law

The applicable recovery period for assets placed in service under
the Modified Accelerated Cost Recovery System is based on the
“class life of the property.” The class lives of assets placed in serv-
ice after 1986 are generally set forth in Revenue Procedure 87—
56.69 Revenue Procedure 87-56 includes two asset classes either of
which could describe natural gas gathering lines owned by nonpro-
ducers of natural gas. Asset class 46.0, describing pipeline trans-
portation, provides a class life of 22 years and a recovery period of
15 years. Asset class 13.2, describing assets used in the exploration
for and production of petroleum and natural gas deposits, provides
a class life of 14 years and a depreciation recovery period of seven

66 Pub. L. No. 108-357.

671987-2 C.B. 674 (as clarified and modified by Rev. Proc. 88-22, 1988-1 C.B. 785).

681n the case of self-constructed property, the provision does not apply to property under con-
struction on or before April 11, 2005.

691987-2 C.B. 674 (as clarified and modified by Rev. Proc. 88-22, 1988-1 C.B. 785).
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years. The uncertainty regarding the appropriate recovery period of
natural gas gathering lines has resulted in litigation between tax-
payers and the IRS. In each of three recent cases, appellate courts
have held that natural gas gathering lines owned by nonproducers
fall within the scope of Asset class 13.2 (i.e., seven-year recovery
period). 70 The appellate court in each case reversed a lower court
holding that natural gas gathering lines owned by nonproducers
fall within the scope of Asset class 46.0 (i.e., 15-year recovery pe-
riod). The IRS issued a non-acquiesence in Duke Energy, in IRS Ac-
tion on Decision 1999-17 (November 22, 1999). The IRS has not yet
indicated whether it acquiesces in the result in the two other ap-
pellate decisions.

Explanation of Provision

The provision establishes a statutory seven-year recovery period
and a class life of 14 years for natural gas gathering lines. In addi-
tion, no adjustment will be made to the allowable amount of depre-
ciation with respect to this property for purposes of computing a
taxpayer’s alternative minimum taxable income. A natural gas
gathering line is defined to include any pipe, equipment, and ap-
purtenance that is (1) determined to be a gathering line by the
Federal Energy Regulatory Commission, or (2) used to deliver nat-
ural gas from the wellhead or a common point to the point at which
such gas first reaches (a) a gas processing plant, (b) an interconnec-
tion with an interstate transmission line, (¢) an interconnection
with an intrastate transmission line, or (d) a direct interconnection
with a local distribution company, a gas storage facility, or an in-
dustrial consumer.

Effective Date

The provision is effective for property, the original use of which
begins with the taxpayer, which was placed in service after April
11, 2005. The provision does not apply to property with respect to
which the taxpayer (or a related party) had a binding acquisition
contract on or before April 11, 2005. No inference is intended as
to the proper treatment of natural gas gathering lines placed in
service on or before April 11, 2005.

16. Arbitrage rules not to apply to prepayments for natural
gas (sec. 1327 of the Act and sec. 148 of the Code)

Present Law

Arbitrage restrictions

Interest on bonds issued by States or local governments to fi-
nance activities carried out or paid for by those entities generally
is exempt from income tax. Restrictions are imposed on the ability
of States or local governments to invest the proceeds of these bonds
for profit (the “arbitrage restrictions”). 7! One such restriction lim-

70Clajon Gas Co, L.P. v. Commissioner, 354 F.3d 786 (8th Cir. 2004), rev’g 119 T.C. 197
(2002); Saginaw Bay Pipeline Co. v. United States, 338 F.3d 600 (6th Cir. 2003), rev’g 88
AF.T.R.2d 2001-6019 (E.D. Mich. 2001); Duke Energy v. Commissioner, 172 F.3d 1255 (10th
Cir. 1999), rev’g 109 T.C. 416 (1997).

71Sec. 148.
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its the use of bond proceeds to acquire “investment-type property.”
The term investment-type property includes the acquisition of prop-
erty in a transaction involving a prepayment if a principal purpose
of the prepayment is to receive an investment return from the time
the prepayment is made until the time payment otherwise would
be made. A prepayment can produce prohibited arbitrage profits
when the discount received for prepaying the costs exceeds the
yield on the tax-exempt bonds. In general, prohibited prepayments
include all prepayments that are not customary in an industry by
both beneficiaries of tax-exempt bonds and other persons using tax-
able financing for the same transaction.

On August 4, 2003, the Treasury Department issued final regula-
tions deeming to be customary, and not in violation of the arbitrage
rules, certain prepayments for natural gas and electricity. 72 Gen-
erally, a qualified prepayment under the regulations requires that
90 percent of the natural gas or electricity purchased with the pre-
payment be used for a qualifying use. Generally, natural gas is
used for a qualifying use if it is to be (1) furnished to retail gas
customers of the issuing municipal utility who are located in the
natural gas service area of the issuing municipal utility, however,
gas used to produce electricity for sale is not included under this
provision (2) used by the issuing municipal utility to produce elec-
tricity that will be furnished to retail electric service area cus-
tomers of the issuing utility, (3) used by the issuing municipal util-
ity to produce electricity that will be sold to a utility owned by a
governmental person and furnished to the service area retail elec-
tric customers of the purchaser, (4) sold to a utility that is owned
by a governmental person if the requirements of (1), (2) or (3) are
satisfied by the purchasing utility (treating the purchaser as the
issuing utility) or (5) used to fuel the pipeline transportation of the
prepaid gas supply. Electricity is used for a qualifying use if it is
to be (1) furnished to retail service area electric customers of the
issuing municipal utility or (2) sold to a municipal utility and fur-
nished to retail electric customers of the purchaser who are located
in the electricity service area of the purchaser.

Private activity bond tests

State and local bonds may be classified as either governmental
bonds or private activity bonds. Governmental bonds are bonds the
proceeds of which are primarily used to finance governmental func-
tions or which are primarily repaid with governmental funds. Pri-
vate activity bonds are bonds where the State or local government
serves as a conduit providing financing to private businesses or in-
dividuals. A bond will be treated as a private activity bond if more
than five percent of the proceeds of the bond issue, or, if less, more
than $5,000,000 is used (directly or indirectly) to make or finance
loans to persons other than governmental units (the “private loan
financing test”) or if it meets the requirements of a two-part pri-
vate business test. 73

72Treas. Reg. sec. 1.148-1(e)(2)(iii).

73Sec. 141(b) and (c). Under the private business test, a bond is a private activity bond if it
is part of an issue in which: (1) more than 10 percent of the proceeds of the issue (including
use of the bond-financed property) are to be used in the trade or business of any person other

Continued
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The exclusion from income for State and local bonds does not
apply to private activity bonds, unless the bonds are issued for cer-
tain purposes permitted by the Code. Section 141(d) of the Code
provides that the term “private activity bond” includes any bond
issued as part of an issue if the amount of the proceeds of the issue
which are to be used (directly or indirectly) for the acquisition by
a governmental unit of nongovernmental output property exceeds
the lesser of five percent of such proceeds or $5 million. “Non-
governmental output property” generally means any property (or
interest therein) which before such acquisition was used (or held
for use) by a person other than a governmental unit in connection
with an output facility (other than a facility for the furnishing of
water). An exception applies to output property which is to be used
in connection with an output facility 95 percent or more of the out-
put of which will be consumed in (1) a qualified service area of the
governmental unit acquiring the property, or (2) a qualified an-
nexed area of such unit.

Reasons for Change

The Congress determined that it was appropriate to complement
the Treasury regulations with a safe harbor that provides certainty
on the date of issuance that prepayments for natural gas within
the safe harbor will not violate the arbitrage rules. This provision
will ensure adequate supplies of natural gas at predictable prices
for natural gas utility customers without sacrificing to a great de-
gree the appropriate present-law limitations regarding tax-exempt
bond issuance for the purchase of investment property. The Con-
gress believes that this proposal strikes an appropriate balance be-
tween these two competing policies. The creation of this safe harbor
is not intended to limit the Secretary’s regulatory authority to iden-
tify other situations in which prepayments do not give rise to in-
vestment type property.

Explanation of Provision

In general

The provision creates a safe harbor exception to the general rule
that tax-exempt bond-financed prepayments violate the arbitrage
restrictions. The term “investment type property” does not include
a prepayment under a qualified natural gas supply contract. The
provision also provides that such prepayments are not treated as
private loans for purposes of the private business tests.

Under the provision, a prepayment financed with tax-exempt
bond proceeds for the purpose of obtaining a supply of natural gas
for service area customers of a governmental utility is not treated
as the acquisition of investment-type property. A contract is a
qualified natural gas contract if the volume of natural gas secured
for any year covered by the prepayment does not exceed the sum
of (1) the average annual natural gas purchased (other than for re-
sale) by customers of the utility within the service area of the util-

than a governmental unit (“private business use”); and (2) more than 10 percent of the payment
of principal or interest on the issue is, directly or indirectly, secured by (a) property used or
to be used for a private business use or (b) to be derived from payments in respect of property,
or borrowed money, used or to be used for a private business use (“private payment test”).
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ity (“retail natural gas consumption”) during the testing period,
and (2) the amount of natural gas that is needed to fuel transpor-
tation of the natural gas to the governmental utility. The testing
period is the 5-calendar-year period immediately preceding the cal-
endar year in which the bonds are issued. A retail customer is one
who does not purchase natural gas for resale. Natural gas used to
generate electricity by a utility owned by a governmental unit is
counted as retail natural gas consumption if the electricity was sold
to retail customers within the service area of the governmental
electric utility.

Adjustments

The volume of gas permitted by the general rule is reduced by
natural gas otherwise available on the date of issuance. Specifi-
cally, the amount of natural gas permitted to be acquired under a
qualified natural gas contract for any period is to be reduced by the
applicable share of natural gas held by the utility on the date of
issuance of the bonds and natural gas that the utility has a right
to acquire for the prepayment period (determined as of the date of
issuance). For purposes of the preceding sentence, “applicable
share” means, with respect to any period, the natural gas allocable
to such period if the gas were allocated ratably over the period to
which the prepayment relates.

For purposes of the safe harbor, if after the close of the testing
period and before the issue date of the bonds (1) the government
utility enters into a contract to supply natural gas (other than for
resale) for a commercial person for use at a property within the
service area of such utility and (2) the gas consumption for such
property was not included in the testing period or the ratable
amount of natural gas to be supplied under the contract is signifi-
cantly greater than the ratable amount of gas supplied to such
property during the testing period, then the amount of gas per-
mitted to be purchased may be increased to accommodate the con-
tract.

The calculation of average annual retail natural gas consumption
for purposes of the safe harbor, however, is not to exceed the an-
nual amount of natural gas reasonably expected to be purchased
(other than for resale) by persons who are located within the serv-
ice area of such utility and who, as of the date of issuance of the
issue, are customers of such utility.

Intentional acts

The safe harbor does not apply if the utility engages in inten-
tional acts to render (1) the volume of natural gas covered by the
prepayment to be in excess of that needed for retail natural gas
consumption, and (2) the amount of natural gas that is needed to
fuel transportation of the natural gas to the governmental utility.

Definition of service area

Service area is defined as (1) any area throughout which the gov-
ernmental utility provided (at all times during the testing period)
in the case of a natural gas utility, natural gas transmission or dis-
tribution services, or in the case of an electric utility, electricity
distribution services; (2) limited areas contiguous to such areas,
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and (3) any area recognized as the service area of the governmental
utility under State or Federal law. Contiguous areas are limited to
any area within a county contiguous to the area described in (1)
in which retail customers of the utility are located if such area is
not also served by another utility providing the same service.

Ruling request for higher prepayment amounts

Upon written request, the Secretary may allow an issuer to pre-
pay for an amount of gas greater than that allowed by the safe har-
bor based on objective evidence of growth in gas consumption or
population that demonstrates that the amount permitted by the ex-
ception is insufficient.

Nongovernmental output property restrictions

A qualified natural gas supply contract as defined in the provi-
sion 1s not nongovernmental output property for purposes of sub-
section (d) of section 141. Subsection (d) of section 141 does not
apply to prepayment contracts for natural gas or electricity that ei-
ther under the Treasury regulations or statutory safe harbor are
not investment-type property for purposes of the arbitrage rules
under section 148. No inference is intended regarding the applica-
tion of subsection 141(d) to prepayment contracts not covered by
the statutory safe harbor or Treasury regulations.

Application to joint action agencies

In a number of States, joint action agencies serve as purchasing
agents for their member municipal gas utilities. The provision is
intended to allow municipal utilities in a State to participate in
such buying arrangements as established under State law, subject
to the same limitations that would apply if an individual utility
were to purchase gas directly. When acting on behalf of its munic-
ipal gas utility members, the total amount of gas that can be pur-
chased by a joint action agency under the provision’s exception to
the arbitrage rules is the aggregate of what each such member
could purchase for itself on a direct basis. Thus, with respect to
qualified natural gas supply contracts entered into by joint action
agencies for or on behalf of one or more member municipal utilities,
the requirements of the safe harbor are tested at the individual
municipal utility level based on the amount of gas that would be
allocated to such member during any year covered by the contract.

Effective Date

The provision is effective for bonds issued after the date of enact-
ment (August 8, 2005).

17. Determination of small refiner exception to oil depletion
deduction (sec. 1328 of the Act and sec. 613A of the
Code)

Present Law

Present law classifies oil and gas producers as independent pro-
ducers or integrated companies. The Code provides special tax
rules for operations by independent producers. One such rule al-
lows independent producers to claim percentage depletion deduc-
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tions rather than deducting the costs of their asset, a producing
well, based on actual production from the well (i.e., cost depletion).

A producer is an independent producer only if its refining and re-
tail operations are relatively small. For example, an independent
producer may not have refining operations the runs from which ex-
ceed 50,000 barrels on any day in the taxable year during which
independent producer status is claimed.”* A refinery run is the vol-
ume of inputs of crude oil (excluding any product derived from oil)
into the refining stream.?5

Reasons for Change

The Congress notes that technological advances have permitted
a number of small refineries to refine more petroleum without ex-
panding their facilities. The Congress believes that the goal of
present law, to identify producers without significant refining ca-
pacity, can be achieved while permitting more flexibility to refinery
operations.

Explanation of Provision

The Act increases the current 50,000-barrel-per-day limitation to
75,000. In addition, the Act changes the refinery limitation on
claiming independent producer status from a limit based on actual
daily production to a limit based on average daily production for
the taxable year. Accordingly, the average daily refinery runs for
the taxable year may not exceed 75,000 barrels. For this purpose,
the taxpayer calculates average daily refinery runs by dividing
total refinery runs for the taxable year by the total number of days
in the taxable year.

Effective Date

The provision is effective for taxable years ending after date of
enactment (August 8, 2005).

18. Amortization of geological and geophysical expenditures
(sec. 1329 of the Act and sec. 167 of the Code)

Present Law

In general

Geological and geophysical expenditures (“G&G costs”) are costs
incurred by a taxpayer for the purpose of obtaining and accumu-
lating data that will serve as the basis for the acquisition and re-
tention of mineral properties by taxpayers exploring for minerals.
A key issue with respect to the tax treatment of such expenditures
is whether or not they are capital in nature. Capital expenditures
are not currently deductible as ordinary and necessary business ex-
penses, but are allocated to the cost of the property.76

74Sec. 613A(d)(4).

75 Treas. Reg. sec. 1.613A-7(s).

76 Under section 263, capital expenditures are defined generally as any amount paid for new
buildings or for permanent improvements or betterments made to increase the value of any
property or estate. Treasury regulations define capital expenditures to include amounts paid or

Continued
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Courts have held that G&G costs are capital, and therefore are
allocable to the cost of the property 77 acquired or retained. The
costs attributable to such exploration are allocable to the cost of the
property acquired or retained.”® As described further below, IRS
administrative rulings have provided further guidance regarding
the definition and proper tax treatment of G&G costs.

Revenue Ruling 77-188

In Revenue Ruling 77-188 7 (hereinafter referred to as the “1977
ruling”), the IRS provided guidance regarding the proper tax treat-
ment of G&G costs. The ruling describes a typical geological and
geophysical exploration program as containing the following ele-
ments:

e It is customary in the search for mineral producing prop-
erties for a taxpayer to conduct an exploration program in one
or more identifiable project areas. Each project area encom-
passes a territory that the taxpayer determines can be ex-
plored advantageously in a single integrated operation. This
determination is made after analyzing certain variables such
as (1) the size and topography of the project area to be ex-
plored, (2) the existing information available with respect to
the project area and nearby areas, and (3) the quantity of
equipment, the number of personnel, and the amount of money
available to conduct a reasonable exploration program over the
project area.

e The taxpayer selects a specific project area from which ge-
ological and geophysical data are desired and conducts a recon-
naissance-type survey utilizing various geological and geo-
physical exploration techniques. These techniques are designed
to yield data that will afford a basis for identifying specific geo-
logical features with sufficient mineral potential to merit fur-
ther exploration.

e Each separable, noncontiguous portion of the original
project area in which such a specific geological feature is iden-
tified is a separate “area of interest.” The original project area
is subdivided into as many small projects as there are areas of
interest located and identified within the original project area.
If the circumstances permit a detailed exploratory survey to be
conducted without an initial reconnaissance-type survey, the
project area and the area of interest will be coextensive.

e The taxpayer seeks to further define the geological fea-
tures identified by the prior reconnaissance-type surveys by ad-
ditional, more detailed, exploratory surveys conducted with re-
spect to each area of interest. For this purpose, the taxpayer
engages in more intensive geological and geophysical explo-

incurred (1) to add to the value, or substantially prolong the useful life, of property owned by
the taxpayer or (2) to adapt property to a new or different use. Treas. Reg. sec. 1.263(a)-1(b).

77“Property” means an interest in a property as defined in section 614 of the Code, and in-
cludes an economic interest in a tract or parcel of land notwithstanding that a mineral deposit
has not been established or proved at the time the costs are incurred.

78 See, e.g., Schermerhorn Oil Corporation v. Commissioner, 46 B.T.A. 151 (1942). By contrast,
section 617 of the Code permits a taxpayer to elect to deduct certain expenditures incurred for
the purpose of ascertaining the existence, location, extent, or quality of any deposit of ore or
other mineral (but not oil and gas). These deductions are subject to recapture if the mine with
respect to which the expenditures were incurred reaches the producing stage.

791977-1 C.B. 76.
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ration employing methods that are designed to yield suffi-
ciently accurate sub-surface data to afford a basis for a deci-
sion to acquire or retain properties within or adjacent to a par-
ticular area of interest or to abandon the entire area of interest
as unworthy of development by mine or well.

The 1977 ruling provides that if, on the basis of data obtained
from the preliminary geological and geophysical exploration oper-
ations, only one area of interest is located and identified within the
original project area, then the entire expenditure for those explor-
atory operations is to be allocated to that one area of interest and
thus capitalized into the depletable basis of that area of interest.
On the other hand, if two or more areas of interest are located and
identified within the original project area, the entire expenditure
for the exploratory operations is to be allocated equally among the
various areas of interest.

If no areas of interest are located and identified by the taxpayer
within the original project area, then the 1977 ruling states that
the entire amount of the G&G costs related to the exploration is
deductible as a loss under section 165. The loss is claimed in the
taxable year in which that particular project area is abandoned as
a potential source of mineral production.

A taxpayer may acquire or retain a property within or adjacent
to an area of interest, based on data obtained from a detailed sur-
vey that does not relate exclusively to any discrete property within
a particular area of interest. Generally, under the 1977 ruling, the
taxpayer allocates the entire amount of G&G costs to the acquired
or retained property as a capital cost under section 263(a). If more
than one property is acquired, it is proper to determine the amount
of the G&G costs allocable to each such property by allocating the
entire amount of the costs among the properties on the basis of
comparative acreage.

If, however, no property is acquired or retained within or adja-
cent to that area of interest, the entire amount of the G&G costs
allocable to the area of interest is deductible as a loss under section
165 for the taxable year in which such area of interest is aban-
doned as a potential source of mineral production.

In 1983, the IRS issued Revenue Ruling 83-105,80 which elabo-
rates on the positions set forth in the 1977 ruling by setting forth
seven factual situations and applying the principles of the 1977 rul-
ing to those situations. In addition, Revenue Ruling 83-105 ex-
plains what constitutes “abandonment as a potential source of min-
eral production.”

Reasons for Change

The Congress believes that substantial simplification for tax-
payers, significant gains in taxpayer compliance, and reductions in
administrative cost can be obtained by establishing a clear rule
that all geological and geophysical costs may be amortized over two
years, including the basis of abandoned property.

The Congress recognizes that, on average, a two-year amortiza-
tion period accelerates recovery of geological and geophysical ex-

801983-2 C.B. 51.
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penses. The Congress believes that more rapid recovery of such ex-
penses will foster increased exploration for new sources of supply.

Explanation of Provision 51

The Act allows geological and geophysical amounts incurred in
connection with oil and gas exploration in the United States to be
amortized over two years. In the case of abandoned property, re-
maining basis may no longer be recovered in the year of abandon-
ment of a property as all basis is recovered over the two-year amor-
tization period.

Effective Date

The provision is effective for geological and geophysical costs paid
or incurred in taxable years beginning after the date of enactment
(August 8, 2005). No inference is intended from the prospective ef-
fective date of this provision as to the proper treatment of pre-effec-
tive date geological and geophysical costs.

19. Credit for energy efficient commercial buildings deduc-
tion (sec. 1331 of the Act and new sec. 179D of the Code)

Present Law

No special deduction is provided for expenses incurred for en-
ergy-efficient commercial building property.

Explanation of Provision 52

In general

The provision provides a deduction for 2006 and 2007 equal to
energy-efficient commercial building property expenditures made
by the taxpayer. Energy-efficient commercial building property ex-
penditures is defined as property (1) which is installed on or in any
building located in the United States that is within the scope of
Standard 90.1-2001 of the American Society of Heating, Refrig-
erating, and Air Conditioning Engineers and the Illuminating En-
gineering Society of North America (“ASHRAE/IESNA”), (2) which
is installed as part of (i) the interior lighting systems, (ii) the heat-
ing, cooling, ventilation, and hot water systems, or (iii) the building
envelope, and (3) which is certified as being installed as part of a
plan designed to reduce the total annual energy and power costs
with respect to the interior lighting systems, heating, cooling, ven-
tilation, and hot water systems of the building by 50 percent or
more in comparison to a reference building which meets the min-
imum requirements of Standard 90.1-2001 (as in effect on April 2,
2003). The deduction is limited to an amount equal to $1.80 per
square foot of the property for which such expenditures are made.
The deduction is allowed in the year in which the property is
placed in service and is available only for property placed in service
after December 31, 2005 and prior to January 1, 2008.

81The provision was subsequently modified in section 503 of the Tax Increase Prevention and
Reconciliation Act of 2005, Pub. L. No. 109-222, described in Part Eleven.

82The provision was subsequently extended in Division A, section 204 of the Tax Relief and
Health Care Act of 2006, Pub. L. No. 109-432, described in Part Fourteen.
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Certain certification requirements must be met in order to qual-
ify for the deduction. The Secretary, in consultation with the Sec-
retary of Energy, will promulgate regulations that describe meth-
ods of calculating and verifying energy and power costs using quali-
fied computer software based on the provisions of the 2005 Cali-
fornia Nonresidential Alternative Calculation Method Approval
Manual or, in the case of residential property, the 2005 California
Residential Alternative Calculation Method Approval Manual.

The Congress intends that the methods for calculation be fuel
neutral, such that the same energy efficiency features qualify a
building for the deduction under this provision regardless of wheth-
er the heating source is a gas or oil furnace or boiler or an electric
heat pump. The Congress also intends that the calculation methods
provide appropriate calculated energy savings for design methods
and technologies not otherwise credited in either Standard 90.1-—
2001 or in the 2005 California Nonresidential Alternative Calcula-
tion Method Approval Manual, including the following: (i) Natural
ventilation (ii) Evaporative cooling (iii) Automatic lighting controls
such as occupancy sensors, photocells, and timeclocks( iv)
Daylighting (v) Designs utilizing semi-conditioned spaces which
maintain adequate comfort conditions without air conditioning or
without heating (vi) Improved fan system efficiency, including re-
ductions in static pressure (vii) Advanced unloading mechanisms
for mechanical cooling, such as multiple or variable speed compres-
sors (viii) On-site generation of electricity, including combined heat
and power systems, fuel cells, and renewable energy generation
such as solar energy (ix) Wiring with lower energy losses than wir-
ing satisfying Standard 90.1-2001 requirements for building power
distribution systems. The calculation methods may take into ac-
count the extent of commissioning in the building, and allow the
taxpayer to take into account measured performance which exceeds
typical performance.

The Secretary shall prescribe procedures for the inspection and
testing for compliance of buildings that are comparable, given the
difference between commercial and residential buildings, to the re-
quirements in the Mortgage Industry National Accreditation Proce-
dures for Home Energy Rating Systems. Individuals qualified to
determine compliance shall only be those recognized by one or more
organizations certified by the Secretary for such purposes.

For energy-efficient commercial building property expenditures
made by a public entity, such as public schools, the Secretary shall
promulgate regulations that allow the deduction to be allocated to
the person primarily responsible for designing the property in lieu
of the public entity.

If a deduction is allowed under this section, the basis of the prop-
erty shall be reduced by the amount of the deduction.

Partial allowance of deduction

In the case of a building that does not meet the overall building
requirement of a 50-percent energy savings, a partial deduction is
allowed with respect to each separate building system that com-
prises energy efficient property and which is certified by a qualified
professional as meeting or exceeding the applicable system-specific
savings targets established by the Secretary of the Treasury. The



54

applicable system-specific savings targets to be established by the
Secretary are those that would result in a total annual energy sav-
ings with respect to the whole building of 50 percent, if each of the
separate systems met the system specific target. The separate
building systems are (1) the interior lighting system, (2) the heat-
ing, cooling, ventilation and hot water systems, and (3) the building
envelope. The maximum allowable deduction is $0.60 per square
foot for each separate system.

In the case of system-specific partial deductions, in general no
deduction is allowed until the Secretary establishes system-specific
targets. However, in the case of lighting system retrofits, until such
time as the Secretary issues final regulations, the system-specific
energy savings target for the lighting system is deemed to be met
by a reduction in Lighting Power Density of 40 percent (50 percent
in the case of a warehouse) of the minimum requirements in Table
9.3.1.1 or Table 9.3.1.2 of ASHRAE/IESNA Standard 90.1-2001.
Also, in the case of a lighting system that reduces lighting power
density by 25 percent, a partial deduction of 37.5 cents per square
foot is allowed. A pro-rated partial deduction is allowed in the case
of a lighting system that reduces lighting power density between
25 percent and 40 percent. Certain lighting level and lighting con-
trol requirements must also be met in order to qualify for the par-
tial lighting deductions.

Effective Date

The provision is effective for property placed in service after De-
cember 31, 2005.

20. Credit for energy efficient new homes (sec. 1332 of the
Act and new sec. 45L of the Code)

Present Law

There is no present-law credit for the construction of new energy-
efficient homes.

Explanation of Provision 53

The provision provides a credit for 2006 and 2007 to an eligible
contractor for the construction of a qualified new energy-efficient
home whose construction is substantially completed after December
31, 2005, and which is purchased after December 31, 2005 and
prior to January 1, 2008. To qualify as an energy-efficient new
home, the home must be: (1) a dwelling located in the United
States, (2) substantially completed after the date of enactment, and
(3) certified in accordance with guidance prescribed by the Sec-
retary to have a projected level of annual heating and cooling en-
ergy consumption that meets the standards for either a 30-percent
or 50-percent reduction in energy usage, compared to a comparable
dwelling constructed in accordance with the standards of chapter
4 of the 2003 International Energy Conservation Code as in effect
(including supplements) on the date of enactment (August 8, 2005),
and any applicable Federal minimum efficiency standards for

83 The provision was subsequently extended in Division A, section 205 of the Tax Relief and
Health Care Act of 2006, Pub. L. No. 109-432, described in Part Fourteen.
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equipment. With respect to homes that meet the 30-percent stand-
ard, one-third of such 30 percent savings must come from the
building envelope, and with respect to homes that meet the 50-per-
cent standard, one-fifth of such 50 percent savings must come from
the building envelope.

The credit equals $1,000 in the case of a new home that meets
the 30 percent standard and $2,000 in the case of a new home that
meets the 50 percent standard. Only manufactured homes are eligi-
ble for the $1,000 credit.

The eligible contractor is the person who constructed the home,
or in the case of a manufactured home, the producer of such home.
The Congress intends that the building envelope component means
insulation materials or system specifically and primarily designed
to reduce heat loss or gain, exterior windows (including skylights),
doors, and any duct sealing and infiltration reduction measures.

Manufactured homes that conform to federal manufactured home
construction and safety standards are eligible for the credit pro-
vided all the criteria for the credit are met. Manufactured homes
certified by a method prescribed by the Administrator of the Envi-
ronmental Protection Agency under the Energy Star Labeled
Homes program are eligible for the $1,000 credit provided criteria
(1) and (2), above, are met.

The credit is part of the general business credit. No credits at-
tributable to energy efficient homes can be carried back to any tax-
able year ending on or before the effective date of the credit.

Effective Date

The credit applies to homes whose construction is substantially
completed after December 31, 2005, and which are purchased after
December 31, 2005.

21. Credit for certain nonbusiness energy property (sec.
1333 of the Act and new sec. 25C of the Code)

Present Law

A taxpayer may exclude from income the value of any subsidy
provided by a public utility for the purchase or installation of an
energy conservation measure. An energy conservation measure
means any installation or modification primarily designed to re-
duce consumption of electricity or natural gas or to improve the
management of energy demand with respect to a dwelling unit (sec.
136).

There is no present law credit for energy efficiency improvements
to existing homes.

Reasons for Change

The Congress recognizes that residential energy use for heating
and cooling represents a large share of national energy consump-
tion, and accordingly believes that measures to reduce heating and
cooling energy requirements have the potential to substantially re-
duce national energy consumption. The Congress further recognizes
that many existing homes are inadequately insulated. Accordingly,
the Congress believes that a tax credit for certain energy-efficiency
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improvements related to a home’s envelope (exterior windows (in-
cluding skylights) and doors, insulation, and certain roofing sys-
tems) will encourage homeowners to improve the insulation of their
homes, which in turn will reduce national energy consumption.

Explanation of Provision

The provision provides a 10-percent credit for the purchase of
qualified energy efficiency improvements to existing homes for 2006
and 2007. The credit applies to property placed in service after De-
cember 31, 2005 and prior to January 1, 2008. A qualified energy
efficiency improvement is any energy efficiency building envelope
component that meets or exceeds the prescriptive criteria for such
a component established by the 2000 International Energy Con-
servation Code as supplemented and as in effect on the date of en-
actment (August 8, 2005) (or, in the case of metal roofs with appro-
priate pigmented coatings, meets the Energy Star program require-
ments), and (1) that is installed in or on a dwelling located in the
United States; (2) owned and used by the taxpayer as the tax-
payer’s principal residence; (3) the original use of which commences
with the taxpayer; and (4) such component reasonably can be ex-
pected to remain in use for at least five years. The credit is non-
refundable.

Building envelope components are: (1) insulation materials or
systems which are specifically and primarily designed to reduce the
heat loss or gain for a dwelling; (2) exterior windows (including
skylights)and doors; and (3) metal roofs with appropriate pig-
mented coatings which are specifically and primarily designed to
reduce the heat loss or gain for a dwelling.

Additionally, the provision provides specified credits for the pur-
chase of specific energy efficient property. The allowable credit for
the purchase of certain property is (1) $50 for each advanced main
air circulating fan, (2) $150 for each qualified natural gas, propane,
or oil furnace or hot water boiler, and (3) $300 for each item of
qualified energy efficient property.

An advanced main air circulating fan is a fan used in a natural
gas, propane, or oil furnace originally placed in service by the tax-
payer during the taxable year, and which has an annual electricity
use of no more than two percent of the total annual energy use of
the furnace (as determined in the standard Department of Energy
test procedures).

A qualified natural gas, propane, or oil furnace or hot water boil-
er is a natural gas, propane, or oil furnace or hot water boiler with
an annual fuel utilization efficiency rate of at least 95.

Qualified energy-efficient property is: (1) an electric heat pump
water heater which yields an energy factor of at least 2.0 in the
standard Department of Energy test procedure, (2) an electric heat
pump which has a heating seasonal performance factor (HSPF) of
at least 9, a seasonal energy efficiency ratio (SEER) of at least 15,
and an energy efficiency ratio (EER) of at least 13, (3) a geothermal
heat pump which (i) in the case of a closed loop product, has an
energy efficiency ratio (EER) of at least 14.1 and a heating coeffi-
cient of performance (COP) of at least 3.3, (ii) in the case of an
open loop product, has an energy efficiency ratio (EER) of at least
16.2 and a heating coefficient of performance (COP) of at least 3.6,
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and (iii) in the case of a direct expansion (DX) product, has an en-
ergy efficiency ratio (EER) of at least 15 and a heating coefficient
of performance (COP) of at least 3.5, (4) a central air conditioner
with energy efficiency of at least the highest efficiency tier estab-
lished by the Consortium for Energy Efficiency as in effect on Jan.
1, 2006, and (5) a natural gas, propane, or oil water heater which
has an energy factor of at least 0.80.

The maximum credit for a taxpayer with respect to the same
dwelling for all taxable years is $500, and no more than $200 of
such credit may be attributable to expenditures on windows.

The taxpayer’s basis in the property is reduced by the amount of
the credit. Special rules apply in the case of condominiums and
tenant-stockholders in cooperative housing corporations.

Effective Date

The credit applies to property placed in service after December
31, 2005.

22. Credit for energy efficient appliances (sec. 1334 of the
Act and new sec. 45M of the Code)

Present Law

There is no present-law credit for the manufacture of energy-effi-
cient appliances.

Explanation of Provision

The provision provides a credit for 2006 and 2007 for the eligible
production of certain energy-efficient dishwashers, clothes washers
and refrigerators. The credit applies to appliances produced after
December 31, 2005 and prior to January 1, 2008.

The credit for dishwashers applies to dishwashers produced in
2006 and 2007 that meet the Energy Star standards for 2007. The
credit amount equals $3 multiplied by the percentage by which the
efficiency of the 2007 standards exceeds that of the 2005 standards.
The credit may not exceed $100 per dishwasher.

The credit for clothes washers equals $100 for clothes washers
manufactured in 2006 or 2007 that meet the requirements of the
Energy Star program which are in effect for clothes washers in
2007.

The credit for refrigerators is based on energy savings and year
of manufacture. The energy savings are determined relative to the
energy conservation standards promulgated by the Department of
Energy that took effect on July 1, 2001. Refrigerators manufac-
tured in 2006 or 2007 (1) receive a $75 credit if they achieve a 15
to 20 percent energy saving, (2) receive a $125 credit if they
achieve a 20 to 25 percent energy saving, or (3) receive a $175 cred-
it if they achieve at least a 25 percent energy saving.

Appliances eligible for the credit include only those that exceed
the average amount of production from the 3 prior calendar years
for each category of appliance. In the case of refrigerators, eligible
production is production that exceeds 110 percent of the average
amount of production from the 3 prior calendar years. A dish-
washer is any a residential dishwasher subject to the energy con-
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servation standards established by the Department of Energy. A
refrigerator must be an automatic defrost refrigerator-freezer with
an internal volume of at least 16.5 cubic feet to qualify for the cred-
it. A clothes washer is any residential clothes washer, including a
residential style coin operated washer, that satisfies the relevant
efficiency standard.

The taxpayer may not claim credits in excess of $75 million for
all taxable years, and may not claim credits in excess of $20 million
with respect to refrigerators eligible for the $75 credit. Addition-
ally, the credit allowed in a taxable year for all appliances may not
exceed two percent of the average annual gross receipts of the tax-
payer for the three taxable years preceding the taxable year in
which the credit is determined.

The credit is part of the general business credit.

Effective Date

The credit applies to appliances produced after December 31,
2005.

23. Credit for residential energy efficient property (sec. 1335
of the Act and new sec. 25D of the Code)

Present Law

A taxpayer may exclude from income the value of any subsidy
provided by a public utility for the purchase or installation of an
energy conservation measure. An energy conservation measure
means any installation or modification primarily designed to re-
duce consumption of electricity or natural gas or to improve the
management of energy demand with respect to a dwelling unit (sec.
136).

There is no present-law credit for residential solar hot water,
photovoltaic, or fuel cell property.

Reasons for Change

The Congress recognizes that residential energy use represents a
large share of national energy consumption, and accordingly be-
lieves that measures to encourage alternative energy sources for
residential use have the potential to substantially reduce national
reliance on traditional energy sources. The Congress believes that
a tax credit for investments in solar energy sources and fuel cell
power plants will help to achieve that goal. Furthermore, the Con-
gress believes that the on-site generation of electricity will reduce
the burden on the United States’ electricity grid and on natural gas
pipelines.

Explanation of Provision 54

The provision provides a personal tax credit for 2006 and 2007
for the purchase of qualified photovoltaic property and qualified
solar water heating property that is used exclusively for purposes
other than heating swimming pools and hot tubs. The credit ap-

84The provision was subsequently extended and modified in Division A, section 206 of the
Tax Relief and Health Care Act of 2006, Pub. L. No. 109-432, described in Part Fourteen.
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plies to property placed in service after December 31, 2005 and
prior to January 1, 2008. The credit is equal to 30 percent of quali-
fying expenditures, with a maximum credit for each of these sys-
tems of property of $2,000. The provision also provides a 30 percent
credit for the purchase of qualified fuel cell power plants. The cred-
it for any fuel cell may not exceed $500 for each 0.5 kilowatt of ca-
pacity.

Qualifying solar water heating property means an expenditure
for property to heat water for use in a dwelling unit located in the
United States and used as a residence if at least half of the energy
used by such property for such purpose is derived from the sun.
Qualified photovoltaic property is property that uses solar energy
to generate electricity for use in a dwelling unit. A qualified fuel
cell power plant is an integrated system comprised of a fuel cell
stack assembly and associated balance of plant components that (1)
converts a fuel into electricity using electrochemical means, (2) has
an electricity-only generation efficiency of greater than 30 percent,
and (3) generates at least 0.5 kilowatts of electricity. The qualified
fuel cell power plant must be installed on or in connection with a
dwelling unit located in the United States and used by the tax-
payer as a principal residence.

The credit is nonrefundable, and the depreciable basis of the
property is reduced by the amount of the credit. Expenditures for
labor costs allocable to onsite preparation, assembly, or original in-
stallation of property eligible for the credit are eligible expendi-
tures.

Special proration rules apply in the case of jointly owned prop-
erty, condominiums, and tenant-stockholders in cooperative hous-
ing corporations. If less than 80 percent of the property is used for
nonbusiness purposes, only that portion of expenditures that is
used for nonbusiness purposes is taken into account.

Effective Date

The credit applies to property placed in service after December
31, 2005.

24, Credit for business installation of qualified fuel cells and
stationary microturbine power plants (sec. 1336 of the
Act and sec. 48 of the Code)

Present Law

A 10-percent business energy investment tax credit is allowed for
the cost of new property that is equipment (1) that uses solar en-
ergy to generate electricity, to heat or cool a structure, or to pro-
vide solar process heat, or (2) used to produce, distribute, or use
energy derived from a geothermal deposit, but only, in the case of
electricity generated by geothermal power, up to the electric trans-
mission stage.

The business energy investment tax credit is a component of the
general business credit. The general business credit generally may
not exceed the excess of the taxpayer’s net income tax over the
greater of (1) the tentative minimum tax or (2) 25 percent of net
regular tax liability in excess of $25,000. A general business credit
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in excess of the tax limitation generally may be carried back one
year and carried forward up to 20 years.

There is no present-law credit for fuel cell or microturbine power
plant property.

Reasons for Change

The Congress believes that investments in qualified fuel cell
power plants represent a promising means to produce electricity
through non-polluting means and from nonconventional energy
sources. Furthermore, the on-site generation of electricity provided
by fuel cell power plants will reduce reliance on the United States’
electricity grid. The Congress believes that providing a tax credit
for investment in qualified fuel cell power plants will encourage in-
vestments in such systems.

Explanation of Provision 5°

The provision provides a 30 percent business energy credit for
the purchase of qualified fuel cell power plants for businesses for
2006 and 2007. A qualified fuel cell power plant is an integrated
system composed of a fuel cell stack assembly and associated bal-
ance of plant components that (1) converts a fuel into electricity
using electrochemical means, (2) has an electricity-only generation
efficiency of greater than 30 percent, and (3) generates at least 0.5
kilowatts of electricity. The credit for any fuel cell may not exceed
$500 for each 0.5 kilowatts of capacity.

Additionally, the provision provides a 10 percent credit for the
purchase of qualifying stationary microturbine power plants. A
qualified stationary microturbine power plant is an integrated sys-
tem comprised of a gas turbine engine, a combustor, a recuperator
or regenerator, a generator or alternator, and associated balance of
plant components that converts a fuel into electricity and thermal
energy. Such system also includes all secondary components lo-
cated between the existing infrastructure for fuel delivery and the
existing infrastructure for power distribution, including equipment
and controls for meeting relevant power standards, such as voltage,
frequency and power factors. Such system must have an electricity-
only generation efficiency of not less that 26 percent at Inter-
national Standard Organization conditions and a capacity of less
than 2,000 kilowatts. The credit is limited to the lesser of 10 per-
cent of the basis of the property or $200 for each kilowatt of capac-
ity.

Additionally, for purposes of the fuel cell and microturbine cred-
its, and only in the case of telecommunications companies, the pro-
vision removes the present-law section 48 restriction that would
prevent telecommunication companies from claiming the new credit
due to their status as public utilities.

The credit is nonrefundable. The taxpayer’s basis in the property
is reduced by the amount of the credit claimed.

85The provision was subsequently extended in Division A, section 207 of the Tax Relief and
Health Care Act of 2006, Pub. L. No. 109-432, described in Part Fourteen.
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Effective Date

The credit applies to periods after December 31, 2005, for prop-
erty placed in service in taxable years ending after December 31,
2005, under rules similar to rules of section 48(m) of the Internal
Revenue Code of 1986 (as in effect on the day before the date of
enactment of the Revenue Reconciliation Act of 1990).

25. Business solar investment tax credit (sec. 1337 of the Act
and sec. 48 of the Code)

Present Law

A nonrefundable, 10-percent business energy credit is allowed for
the cost of new property that is equipment (1) that uses solar en-
ergy to generate electricity, to heat or cool a structure, or to pro-
vide solar process heat, or (2) used to produce, distribute, or use
energy derived from a geothermal deposit, but only, in the case of
electricity generated by geothermal power, up to the electric trans-
mission stage.

The business energy tax credits are components of the general
business credit (sec. 38(b)(1)). The business energy tax credits,
when combined with all other components of the general business
credit, generally may not exceed for any taxable year the excess of
the taxpayer’s net income tax over the greater of (1) 25 percent of
so much of the net regular tax liability as exceeds $25,000 or (2)
the tentative minimum tax. An unused general business credit gen-
erally may be carried back one year and carried forward 20 years
(sec. 39).

Explanation of Provision 56

The provision increases the 10-percent credit to 30 percent in the
case of solar energy property. Additionally, the provision provides
that equipment that uses fiber-optic distributed sunlight to illu-
minate the inside of a structure is solar energy property eligible for
the 30-percent credit. These two provisions apply for 2006 and
2007. The provision provides that property used to generate energy
for the purposes of heating a swimming pool is not eligible solar
energy property.

Effective Date

The provision with respect to the heating of swimming pools ap-
plies to periods after December 31, 2005. The increase in the credit
rate and the provision related to fiber-optic distributed sunlight ap-
plies to periods after December 31, 2005, for property placed in
service in taxable years ending after December 31, 2005, under
rules similar to rules of section 48(m) of the Internal Revenue Code
of 1986 (as in effect on the day before the date of enactment of the
Revenue Reconciliation Act of 1990).

86 The provision was subsequently extended in Division A, section 207 of the Tax Relief and
Health Care Act of 2006, Pub. L. No. 109-432, described in Part Fourteen.
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26. Alternative technology vehicle credits (secs. 1341 and
1348 of the Act, sec. 179A of the Code, and new sec. 30B
of the Code)

Present Law

Certain costs of qualified clean-fuel vehicle property may be ex-
pensed and deducted when such property is placed in service (sec.
179A). Qualified clean-fuel vehicle property includes motor vehicles
that use certain clean-burning fuels (natural gas, liquefied natural
gas, liquefied petroleum gas, hydrogen, electricity and any other
fuel at least 85 percent of which is methanol, ethanol, any other
alcohol or ether).8?” The maximum amount of the deduction is
$50,000 for a truck or van with a gross vehicle weight over 26,000
pounds or a bus with seating capacities of at least 20 adults; $5,000
in the case of a truck or van with a gross vehicle weight between
10,000 and 26,000 pounds; and $2,000 in the case of any other
motor vehicle. Qualified electric vehicles do not qualify for the
clean-fuel vehicle deduction. The deduction is reduced to 25 percent
of the otherwise allowable deduction in 2006 and is unavailable for
purchases after December 31, 2006.

Reasons for Change

The Congress believes that automobile transportation in the
United States in the 21st century can, and should, be less polluting
of the air and more fuel efficient. The Congress recognizes that var-
ious technological solutions may lead to this result. The Congress
observes that consumer demand is increasing for those hybrid
motor vehicles already available in the marketplace. The Congress
believes that tax benefits to lower the cost of certain other new
automotive technology alternatives can help lower consumer resist-
ance to these technologies and speed the nation’s advancement
down the highway to cleaner, more efficient, automobiles. The Con-
gress observes that certain diesel technologies offering fuel and en-
vironmental benefits are already available in Europe and believes
it is important for this technology to be developed for the North
American marketplace.

Explanation of Provision

In general

The provision provides a credit for each new qualified fuel cell
vehicle, each new qualified advanced lean burn technology motor
vehicle, each new qualified hybrid motor vehicle, and each new
qualified alternative fuel motor vehicle placed in service by the tax-
payer during the taxable year. The credit is available to vehicles
placed in service after December 31, 2005, and, in the case of quali-
fied fuel cell motor vehicles, before January 1, 2015; in the case of
qualified hybrid motor vehicles that are automobiles and light
trucks and in the case of advanced lean-burn technology vehicles,
before January 1, 2011; in the case of qualified hybrid motor vehi-

87 A hybrid-electric vehicle may qualify as a clean-fuel vehicle under present law. Seven dif-
ferent automobile makes (multiple model years for some makes of automobile) qualify for the
present-law deduction.
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cles that medium and heavy trucks, before January 1, 2010; and
in the case of qualified alternative fuel motor vehicles, before Janu-
ary 1, 2011.

In general, the credit is allowed to the vehicle owner, including
the lessor of a vehicle subject to a lease. If the use of the vehicle
is described in paragraphs (3) or (4) of section 50(b) (relating to use
by tax-exempts, governments, and foreign persons) and is not sub-
ject to a lease, the seller of the vehicle may claim the credit so long
as the seller clearly discloses to the user in a document the amount
that is allowable as a credit. A vehicle must be used predominantly
in the United States to qualify for the credit.

Fuel cell vehicles

A qualifying fuel cell vehicle is a motor vehicle that is propelled
by power derived from one or more cells which convert chemical en-
ergy directly into electricity by combining oxygen with hydrogen
fuel which is stored on board the vehicle and may or may not re-
quire reformation prior to use. A qualifying fuel cell vehicle must
be purchased before January 1, 2015. The amount of credit for the
purchase of a fuel cell vehicle is determined by a base credit
amount that depends upon the weight class of the vehicle and, in
the case of automobiles or light trucks, an additional credit amount
that depends upon the rated fuel economy of the vehicle compared
to a base fuel economy. For these purposes the base fuel economy
is the 2002 model year city fuel economy rating for vehicles of var-
ious weight classes (see below). Table 2, below, shows the proposed
base credit amounts.

Table 2.—Base Credit Amount for Fuel Cell Vehicles

Vehicle gross weight rating in pounds a?rfgﬁ:ft
Vehicle < 8,500 .....ooviiiiiiiiiiiiiiiiieeeeee e $8,000
8,500 < vehicle 14,000 ........cceeveenriiiiiiieeeeee e $10,000
14,000 < vehicle < 26,000 .......cceeeveeeeiiiciiiiiiireeeee e, $20,000
26,000 < vehicle .......ooooeiiiiiiiiiiiee e $40,000

In the case of a fuel cell vehicle weighing less than 8,500 pounds
and placed in service after December 31, 2009, the $8,000 amount
in Table 2, above is reduced to $4,000.

Table 3, below, shows the additional credits for passenger auto-
mobiles or light trucks.

Table 3.—Credit for Qualifying Fuel Cell Vehicles

If fuel economy of the fuel cell vehicle is:

Credit
At least but less than
$1,000 ............. 150% of base fuel econ- 175% of base fuel econ-
omy. omy
$1,500 ............. 175% of base fuel econ- 200% of base fuel econ-

omy. omy
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Table 3.—Credit for Qualifying Fuel Cell Vehicles—Continued

If fuel economy of the fuel cell vehicle is:

Credit
At least but less than

$2,000 ............. 200% of base fuel econ- 225% of base fuel econ-
omy. omy

$2,500 ............. 225% of base fuel econ- 250% of base fuel econ-
omy. omy

$3,000 ............. 250% of base fuel econ- 275% of base fuel econ-
omy. omy

$3,500 ............. 275% of base fuel econ- 300% of base fuel econ-
omy. omy

$4,000 ............. 300% of base fuel economy

Hybrid vehicles and advanced lean-burn technology vehicles
Qualifying hybrid vehicle

A qualifying hybrid vehicle is a motor vehicle that draws propul-
sion energy from on- board sources of stored energy which include
both an internal combustion engine or heat engine using combus-
tible fuel and a rechargeable energy storage system (e.g., batteries).
A qualifying hybrid motor vehicle must be placed in service before
January 1, 2011 (January 1, 2010 in the case of a hybrid motor ve-
hicle weighing more than 8,500 pounds).

Hybrid vehicles that are automobiles and light trucks

In the case of an automobile or light truck (vehicles weighing
8,500 pounds or less), the amount of credit for the purchase of a
hybrid vehicle is the sum of two components: a fuel economy credit
amount that varies with the rated fuel economy of the vehicle com-
pared to a 2002 model year standard and a conservation credit
based on the estimated lifetime fuel savings of a qualifying vehicle
compared to a comparable 2002 model year vehicle. A qualifying
hybrid automobile or light truck must have a maximum available
power from the rechargeable energy storage system of at least four
percent. In addition, the vehicle must meet or exceed certain EPA
emissions standards. For a vehicle with a gross vehicle weight rat-
ing of 6,000 pounds or less the applicable emissions standards are
the Bin 5 Tier II emissions standards. For a vehicle with a gross
vehicle weight rating greater than 6,000 pounds and less than or
equal to 8,500 pounds, the applicable emissions standards are the
Bin 8 Tier II emissions standards.

Table 4, below, shows the fuel economy credit available to a hy-
brid passenger automobile or light truck whose fuel economy (on a
gasoline gallon equivalent basis) exceeds that of a base fuel econ-
omy.



65

Table 4.—Fuel Economy Credit

If fuel economy of the hybrid vehicle is:

at least but less than
$400 .. 125% of base fuel economy  150% of base fuel economy
$800 .. 150% of base fuel economy 175% of base fuel economy
$1,200 175% of base fuel economy  200% of base fuel economy
$1,600 200% of base fuel economy  225% of base fuel economy
$2,000 225% of base fuel economy  250% of base fuel economy
$2,400 250% of base fuel economy

Table 5, below, shows the conservation credit.

Table 5.—Conservation Credit

Estimated lifetime fuel savings ti?)gn:;rgl?l-lt
At least 1,200 but less than 1,800 .........cccceeevvveeennnnnn. $250
At least 1,800 but less than 2,400 .........cccoeevevvvevnnnnnn. $500
At least 2,400 but less than 3,000 .........ccceeevevvvevennnennn. $750
At 1east 3,000 ....cieiiieieeeieiiiiiee e $1,000

Advanced lean-burn technology motor vehicles

The amount of credit for the purchase of an advanced lean burn
technology motor vehicle is the sum of two components: a fuel econ-
omy credit amount that varies with the rated fuel economy of the
vehicle compared to a 2002 model year standard as described in
Table 4, above, and a conservation credit based on the estimated
lifetime fuel savings of a qualifying vehicle compared to a com-
parable 2002 model year vehicle as described in Table 5, above.
The amounts of the credits are determined after an adjustment is
made to account for the different BTU content of gasoline and the
fuel utilized by the lean-burn technology motor vehicle.

A qualifying advanced lean burn technology motor vehicle is a
passenger automobile or a light truck that incorporates direct injec-
tion, achieves at least 125 percent of the 2002 model year city fuel
economy, and for 2004 and later model vehicles meets or exceeds
certain Environmental Protection Agency emissions standards. For
a vehicle with a gross vehicle weight rating of 6,000 pounds or less
the applicable emissions standards are the Bin 5 Tier II emissions
standards. For a vehicle with a gross vehicle weight rating greater
than 6,000 pounds and less than or equal to 8,500 pounds, the ap-
plicable emissions standards are the Bin 8 Tier II emissions stand-
ards. A qualifying advanced lean burn technology motor vehicle
must be placed in service before January 1, 2011.

Limitation on number of qualified hybrid and advanced lean-
burn technology motor vehicles eligible for the credit

There is a limitation on the number of qualified hybrid motor ve-
hicles and advanced lean-burn technology motor vehicles sold by
each manufacturer of such vehicles that are eligible for the credit.
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Taxpayers may claim the full amount of the allowable credit up to
the end of the first calendar quarter after the quarter in which the
manufacturer records the 60,000th hybrid and advanced lean-burn
technology motor vehicle sale occurring after December 31, 2005.
Taxpayers may claim one half of the otherwise allowable credit
during the two calendar quarters subsequent to the first quarter
after the manufacturer has recorded its 60,000th such sale. In the
third and fourth calendar quarters subsequent to the first quarter
after the manufacturer has recorded its 60,000th such sale, the tax-
payer may claim one quarter of the otherwise allowable credit.

Thus, for example, summing the sales of qualifying hybrid motor
vehicles of all weight classes and all sales of qualifying advanced
lean-burn technology motor vehicles, if a manufacturer records the
sale of its 60,000th qualified vehicle in February of 2007, taxpayers
purchasing such vehicles from the manufacturer may claim the full
amount of the credit on their purchases of qualifying vehicles
through June 30, 2007. For the period July 1, 2007, through De-
cember 31, 2007, taxpayers may claim one half of the otherwise al-
lowable credit on purchases of qualifying vehicles of the manufac-
turer. For the period January 1, 2008, through June 30, 2008, tax-
payers may claim one quarter of the otherwise allowable credit on
the purchases of qualifying vehicles of the manufacturer. After
June 30, 2008, no credit may be claimed for purchases of hybrid
motor vehicles or advanced lean-burn technology motor vehicles
sold by the manufacturer.

Hybrid vehicles that are medium and heavy trucks

In the case of a qualifying hybrid motor vehicle weighing more
than 8,500 pounds, the amount of credit is determined by the esti-
mated increase in fuel economy and the incremental cost of the hy-
brid vehicle compared to a comparable vehicle powered solely by a
gasoline or diesel internal combustion engine and that is com-
parable in weight, size, and use of the vehicle. For a vehicle that
achieves a fuel economy increase of at least 30 percent but less
than 40 percent, the credit is equal to 20 percent of the incre-
mental cost of the hybrid vehicle. For a vehicle that achieves a fuel
economy increase of at least 40 percent but less than 50 percent,
the credit is equal to 30 percent of the incremental cost of the hy-
brid vehicle. For a vehicle that achieves a fuel economy increase of
50 percent or more, the credit is equal to 40 percent of the incre-
mental cost of the hybrid vehicle.

The credit is subject to certain maximum applicable incremental
cost amounts. For a qualifying hybrid motor vehicle weighing more
than 8,500 pounds but not more than 14,000 pounds, the maximum
allowable incremental cost amount is $7,500. For a qualifying hy-
brid motor vehicle weighing more than 14,000 pounds but not more
than 26,000 pounds, the maximum allowable incremental cost
amount is $15,000. For a qualifying hybrid motor vehicle weighing
more than 26,000 pounds, the maximum allowable incremental cost
amount is $30,000.

A qualifying hybrid motor vehicle weighing more than 8,500
pounds but not more than 14,000 pounds must have a maximum
available power from the rechargeable energy storage system of at
least 10 percent. A qualifying hybrid vehicle weighing more than
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14,000 pounds must have a maximum available power from the re-
chargeable energy storage system of at least 15 percent.88

Alternative fuel vehicle

The credit for the purchase of a new alternative fuel vehicle is
50 percent of the incremental cost of such vehicle, plus an addi-
tional 30 percent if the vehicle meets certain emissions standards,
but not more than between $4,000 and $32,000 depending upon the
weight of the vehicle. To be eligible for the credit, a qualifying al-
ternative fuel vehicle must be purchased before January 1, 2011.
Table 6, below, shows the maximum permitted incremental cost for
the purpose of calculating the credit for alternative fuel vehicles by
vehicle weight class.

Table 6.—Maximum Allowable Incremental Cost for Calculation of
Alternative Fuel Vehicle Credit

Maximum allow-

Vehicle gross weight rating in pounds able incremental
cost
Vehicle < 8,500 .....ccoevviiieieiiiiiiiieeeeee e $5,000
8,500 < vehicle < 14,000 ........ccccvvveeeieiiieeeeeen. $10,000
14,000 < vehicle < 26,000 .......cccoeveeeeevieeeeennnenn. $25,000
26,000 < vehicle ........oooeeiviiiiiiiieeeeeee. $40,000

Alternative fuels comprise compressed natural gas, liquefied nat-
ural gas, liquefied petroleum gas, hydrogen, and any liquid fuel
that is at least 85 percent methanol. Qualifying alternative fuel
motor vehicles are vehicles that operate only on qualifying alter-
native fuels and are incapable of operating on gasoline or diesel
(except in the extent gasoline or diesel fuel is part of a qualified
mixed fuel, described below).

Certain mixed fuel vehicles, that is vehicles that use a combina-
tion of an alternative fuel and a petroleum-based fuel, are eligible
for a reduced credit. If the vehicle operates on a mixed fuel that
is at least 75 percent alternative fuel, the vehicle is eligible for 70
percent of the otherwise allowable alternative fuel vehicle credit. If
the vehicle operates on a mixed fuel that is at least 90 percent al-
ternative fuel, the vehicle is eligible for 90 percent of the otherwise
allowable alternative fuel vehicle credit.

Base fuel economy

The base fuel economy is the 2002 model year city fuel economy
for vehicles by inertia weight class by vehicle type. The “vehicle in-
ertia weight class” is that defined in regulations prescribed by the
Environmental Protection Agency for purposes of Title II of the
Clean Air Act. Table 7, below, shows the 2002 model year city fuel
economy for vehicles by type and by inertia weight class.

881n the case of such heavy-duty hybrid motor vehicles, the percentage of maximum available
power is computed by dividing the maximum power available from the rechargeable energy stor-
age system during a standard 10-second pulse power test, divided by the vehicle’s total traction
power. A vehicle’s total traction power is the sum of the peak power from the rechargeable en-
ergy storage system and the heat (e.g., internal combustion or diesel) engine’s peak power. If
the rechargeable energy storage system is the sole means by which the vehicle can be driven,
then the total traction power is the peak power of the rechargeable energy storage system.
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Table 7.—2002 Model Year City Fuel Economy

Passenger .
automobile Light truck

Vehicle inertia weight class pounds . miles per
ght classp (miles per o R R
1,500 oo 45.2 39.4
1,750 e 45.2 39.4
2,000 it 39.6 35.2
2,250 e 35.2 31.8
2,500 i 31.7 29.0
2,750 e 28.8 26.8
3,000 i 26.4 24.9
3,500 it 22.6 21.8
4,000 i 19.8 19.4
4500 i 17.6 17.6
5,000 .oiiiiieeieeeee e 15.9 16.1
5,500 it 14.4 14.8
6,000 ..oiiiiiie e 13.2 13.7
6,500 ..ot 12.2 12.8
7,000 .. 11.3 12.1
8,500 oot 11.3 12.1

Other rules

The portion of the credit attributable to vehicles of a character
subject to an allowance for depreciation is treated as a portion of
the general business credit; the remainder of the credit is allowable
to the extent of the excess of the regular tax (reduced by certain
other credits) over the alternative minimum tax for the taxable
year.

Termination of Code section 179A

The provision provides that section 179A sunsets after December
31, 2005.

Effective Date

The provision applies to vehicles placed in service after December
31, 2005,

27. Credit for installation of alternative fuel refueling prop-
erty (sec. 1342 of the Act and new sec. 30C of the Code)

Present Law

Clean-fuel vehicle refueling property may be expensed and de-
ducted when such property is placed in service (sec. 179A). Clean-
fuel vehicle refueling property comprises property for the storage or
dispensing of a clean-burning fuel, if the storage or dispensing is
the point at which the fuel is delivered into the fuel tank of a
motor vehicle. Clean-fuel vehicle refueling property also includes
property for the recharging of electric vehicles, but only if the prop-
erty is located at a point where the electric vehicle is recharged.
Up to $100,000 of such property at each location owned by the tax-
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payer may be expensed with respect to that location. The deduction
is unavailable for costs incurred after December 31, 2006.

For the purpose of sec. 179A clean fuels comprise natural gas,
liquefied natural gas, liquefied petroleum gas, hydrogen, electricity,
and any other fuel at least 85 percent of which is methanol, eth-
anol, or any other alcohol or ether.

Explanation of Provision

The provision permits taxpayers to claim a 30-percent credit for
the cost of installing clean-fuel vehicle refueling property to be
used in a trade or business of the taxpayer or installed at the prin-
cipal residence of the taxpayer. In the case of retail clean-fuel vehi-
cle refueling property the allowable credit may not exceed $30,000.
In the case of residential clean-fuel vehicle refueling property the
allowable credit may not exceed $1,000. The credit is available for
non-hydrogen refueling property from 2006 through 2009 and for
hydrogen refueling property from 2006 through 2014.

Under the provision clean fuels are any fuel at least 85 percent
of the volume of which consists of ethanol, natural gas, compressed
natural gas, liquefied natural gas, liquefied petroleum gas, and hy-
drogen and any mixture of diesel fuel and biodiesel containing at
least 20 percent biodiesel.

The taxpayer’s basis in the property is reduced by the amount of
the credit and the taxpayer may not claim deductions under section
179A with respect to property for which the credit is claimed. In
the case of refueling property installed on property owned or used
by a tax-exempt person, the taxpayer that installs the property
may claim the credit. To be eligible for the credit, the property
must be placed in service before January 1, 2010, in the case non-
hydrogen refueling property and January 1, 2015, in the case of hy-
drogen refueling property.

The portion of the credit attributable to property of a character
subject to an allowance for depreciation is treated as a portion of
the general business credit; the remainder of the credit is allowable
to the extent of the excess of the regular tax (reduced by certain
other credits) over the alternative minimum tax for the taxable
year.

Effective Date

The provision is effective for property placed in service December
31, 2005.

28. Diesel-water fuel emulsion (sec. 1343 of the Act and sec.
4081 of the Code)

Present Law

A 24.3-cents-per-gallon excise tax is imposed on diesel fuel to fi-
nance the Highway Trust Fund.82 Gasoline and most special motor
fuels are subject to tax at 18.3 cents per gallon for the Trust
Fund.?0

89 Sec. 4081(a)(2)(A)(ii).
90 Secs. 4081(a)(2)(A){) and 4041(a)(2)(B)3).
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The tax rate for certain special motor fuels is determined, on an
energy equivalent basis, as follows: 91

Liquefied petroleum gas (propane) ..............c.ee...... 13.6 cents per
gallon.

Liquefied natural @as ........ccccceeveeviiveeeeeeciieeeeennen. 11.9 cents per
gallon.

Methanol derived from natural gas ....................... 9.15 cents per
gallon.

Compressed natural gas ........cccccecevvveeeeeciiveeeeeennnen. 48.54 cents per
MCEF.

No special tax rate is provided for diesel fuel blended with water
to form a diesel-water fuel emulsion.

Reasons for Change

Because diesel-water emulsion fuels have fewer British thermal
units (“Btu”) per gallon, larger quantities must be purchased to
travel the same number of miles as regular diesel fuel. A Btu-based
tax rate better correlates highway use and tax paid. The Congress
further understands that the diesel-water emulsion fuel may re-
duce emissions of air pollutants relative to regular diesel fuel and
believes that the Btu-based rate, by removing a tax disadvantage
to use of the fuel, will be beneficial to the environment.

Explanation of Provision

A special tax rate of 19.7 cents per gallon is provided for diesel
fuel blended with water into a diesel-water fuel emulsion to reflect
the reduced Btu content per gallon resulting from the water. Emul-
sion fuels eligible for the special rate must consist of not more than
86 percent diesel (and other minor chemical additives to enhance
combustion) and at least 14 percent water. The emulsion addition
must be registered by a United States manufacturer with the Envi-
ronmental Protection Agency pursuant to section 211 of the Clean
Air Act (as in effect on March 31, 2003). In addition, the person
claiming entitlement to the special rate of tax must be registered
with the Secretary. A refund of the difference between the regular
rate (24.3 cents per gallon) and the incentive rate (19.7 cents per
gallon) is available to the extent tax-paid diesel is used to produce
a qualifying emulsion diesel fuel. The provision clarifies that claims
for refund based on the incentive rate may be filed quarterly if
such person can claim at least $750. If the person cannot claim at
least $750 at the end of quarter, the amount can be carried over
to the next quarter to determine if the person can claim at least
$750. If the person cannot claim at least $750 at the end of the tax-
able year, the person must claim a credit on the person’s income
tax return.

Anyone who separates the diesel fuel from the diesel-water fuel
emulsion on which a reduced rate of tax was imposed is treated as
a refiner of the fuel and is liable for the difference between the
amount of tax on the latest removal of the separated fuel and the
amount of tax that was imposed upon the pre-mixture removal.

91 See sec. 4041(a)(2)(B)(ii) and (iii), sec. 4041(a)(3) and sec. 4041(m)(1)(A).
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Effective Date

The provision is effective on January 1, 2006.

29. Extend excise tax provisions and income tax credit for
biodiesel and create similar incentives for renewable
diesel (secs. 1344 and 1346 of the Act, and secs. 40A, 6426
and 6427 of the Code)

Present Law
Biodiesel income tax credit

Overview

The Code provides an income tax credit for biodiesel and quali-
fied biodiesel mixtures, the biodiesel fuels credit.®2 The biodiesel
fuels credit is the sum of the biodiesel mixture credit plus the bio-
diesel credit and is treated as a general business credit. The
amount of the biodiesel fuels credit is includable in gross income.
The biodiesel fuels credit is coordinated to take into account bene-
fits from the biodiesel excise tax credit and payment provisions dis-
cussed below. The credit may not be carried back to a taxable year
ending before or on December 31, 2004. The provision does not
apply to fuel sold or used after December 31, 2006.

Biodiesel is monoalkyl esters of long chain fatty acids derived
from plant or animal matter that meet (1) the registration require-
ments established by the Environmental Protection Agency under
section 211 of the Clean Air Act and (2) the requirements of the
American Society of Testing and Materials D6751. Agri-biodiesel is
biodiesel derived solely from virgin oils including oils from corn,
soybeans, sunflower seeds, cottonseeds, canola, crambe, rapeseeds,
safflowers, flaxseeds, rice bran, mustard seeds, or animal fats.

Biodiesel may be taken into account for purposes of the credit
only if the taxpayer obtains a certification (in such form and man-
ner as prescribed by the Secretary) from the producer or importer
of the biodiesel which identifies the product produced and the per-
centage of the biodiesel and agri-biodiesel in the product.

Biodiesel mixture credit

The biodiesel mixture credit is 50 cents for each gallon of bio-
diesel used by the taxpayer in the production of a qualified bio-
diesel mixture. For agri-biodiesel, the credit is $1.00 per gallon. A
qualified biodiesel mixture is a mixture of biodiesel and diesel fuel
that is (1) sold by the taxpayer producing such mixture to any per-
son for use as a fuel, or (2) is used as a fuel by the taxpayer pro-
ducing such mixture. The sale or use must be in the trade or busi-
ness of the taxpayer and is to be taken into account for the taxable
year in which such sale or use occurs. No credit is allowed with re-
spect to any casual off-farm production of a qualified biodiesel mix-
ture.

Biodiesel credit

The biodiesel credit is 50 cents for each gallon of biodiesel which
is not in a mixture with diesel fuel (100 percent biodiesel or B—100)

92 Sec. 40A.
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and which during the taxable year is (1) used by the taxpayer as
a fuel in a trade or business or (2) sold by the taxpayer at retail
to a person and placed in the fuel tank of such person’s vehicle. For
agri-biodiesel, the credit is $1.00 per gallon.

Biodiesel mixture excise tax credit

The Code also provides an excise tax credit for biodiesel mix-
tures.?3 The credit is 50 cents for each gallon of biodiesel used by
the taxpayer in producing a biodiesel mixture for sale or use in a
trade or business of the taxpayer. In the case of agri-biodiesel, the
credit is $1.00 per gallon. A biodiesel mixture is a mixture of bio-
diesel and diesel fuel that (1) is sold by the taxpayer producing
such mixture to any person for use as a fuel, or (2) is used as a
fuel by the taxpayer producing such mixture. No credit is allowed
unless the taxpayer obtains a certification (in such form and man-
ner as prescribed by the Secretary) from the producer of the bio-
diesel that identifies the product produced and the percentage of
biodiesel and agri-biodiesel in the product.94

The credit is not available for any sale or use for any period after
December 31, 2006. This excise tax credit is coordinated with the
income tax credit for biodiesel such that credit for the same bio-
diesel cannot be claimed for both income and excise tax purposes.

Payments with respect to biodiesel fuel mixtures

If any person produces a biodiesel fuel mixture in such person’s
trade or business, the Secretary is to pay such person an amount
equal to the biodiesel mixture credit.?> To the extent the biodiesel
fuel mixture credit exceeds the section 4081 liability of a person,
the Secretary is to pay such person an amount equal to the bio-
diesel fuel mixture credit with respect to such mixture.?¢ Thus, if
the person has no section 4081 liability, the credit is refundable.
The payment provision does not apply with respect to biodiesel fuel
mixtures sold or used after December 31, 2006.

Explanation of Provision

The provision extends the income tax credit, excise tax credit,
and payment provisions through December 31, 2008.

The provision also creates a similar income tax credit, excise tax
credit and payment system for renewable diesel; however, there is
no credit for small producers of renewable diesel. Renewable diesel
means diesel fuel derived from biomass (as defined in section
29(c)(3), thus excluding petroleum oil, natural gas, coal, or any
product thereof) using a thermal depolymerization process.®” Re-
newable diesel must meet the requirements of the American Soci-
ety of Testing and Materials D975 or D396, and meet the registra-
tion requirements for fuels and fuel additives established by the

93 Sec. 6426(c).

94 Sec. 6426(c)(4).

95 Sec. 6427(e).

96 Sec. 6427(e)(1) and 6327(e)(2). See also, Internal Revenue Service, Notice 2005—4, 2005-2
LR.B. 289 (December 15, 2004).

97Thermal depolymerization is a process for the reduction of complex organic materials (such
as turkey offal) into light crude oil. The process uses pressure and heat to decompose long chain
polymers of hydrogen, oxygen, and carbon into short-chain petroleum hydrocarbons with a max-
imum length of around 18 carbons.
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Environmental Protection Agency under section 211 of the Clean
Air Act (42 USC 7545). The amount of the credit for renewable die-
sel is $1.00 per gallon. In addition, all producers of renewable die-
sel must be registered with the Secretary.

Effective Date

The extension of incentives is effective on the date of enactment.
The renewable diesel provisions are effective for fuel sold or used
after December 31, 2005.

30. Small agri-biodiesel producer credit (sec. 1345 of the Act
and sec. 40A of the Code)

Present Law

Biodiesel income tax credit

The Code provides an income tax credit for biodiesel and quali-
fied biodiesel mixtures, the biodiesel fuels credit. The biodiesel
fuels credit is the sum of the biodiesel mixture credit plus the bio-
diesel credit and is treated as a general business credit. The
amount of the biodiesel fuels credit is includable in gross income.
The biodiesel fuels credit is coordinated to take into account bene-
fits from the biodiesel excise tax credit and payment provisions cre-
ated by the Act. The credit may not be carried back to a taxable
year ending before or on December 31, 2004. The provision does not
apply to fuel sold or used after December 31, 2006.

Biodiesel is monoalkyl esters of long chain fatty acids derived
from plant or animal matter that meet (1) the registration require-
ments established by the Environmental Protection Agency under
section 211 of the Clean Air Act and (2) the requirements of the
American Society of Testing and Materials D6751. Agri-biodiesel is
biodiesel derived solely from virgin oils including oils from corn,
soybeans, sunflower seeds, cottonseeds, canola, crambe, rapeseeds,
safflowers, flaxseeds, rice bran, mustard seeds, or animal fats.

Biodiesel may be taken into account for purposes of the credit
only if the taxpayer obtains a certification (in such form and man-
ner as prescribed by the Secretary) from the producer or importer
of the biodiesel which identifies the product produced and the per-
centage of the biodiesel and agri-biodiesel in the product.

The biodiesel income tax credit does not contain any incentives
for small producers.

Small ethanol producer credit

Present law provides several tax benefits for ethanol and meth-
anol produced from renewable sources that are used as a motor
fuel or that are blended with other fuels (e.g., gasoline) for such a
use. In the case of ethanol, a separate 10-cents-per-gallon credit for
up to 15 million gallons per year for small producers, defined gen-
erally as persons whose production does not exceed 15 million gal-
lons per year and whose production capacity does not exceed 30
million gallons per year. The ethanol must (1) be sold by such pro-
ducer to another person (a) for use by such other person in the pro-
duction of al qualified alcohol fuel mixture in such person’s trade
or business (other than casual off-farm production), (b) for use by
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such other person as a fuel in a trade or business, or, (c) who sells
such ethanol at retail to another person and places such ethanol
in the fuel tank of such other person; or (2) used by the producer
for any purpose described in (a), (b), or (c). A cooperative may pass
through the small ethanol producer credit to its patrons. The alco-
hol fuels tax credits are includible in income. This credit may be
used to offset alternative minimum tax liability. The credit is a
treated as a general business credit, subject to the ordering rules
and carryforward/carryback rules that apply to business credits
generally. The alcohol fuels tax credit is scheduled to expire after
December 31, 2010.

Explanation of Provision

The provision adds to the biodiesel fuels credit a small agri-bio-
diesel producer credit for taxable years ending after date of enact-
ment. The credit is a 10-cents-per-gallon credit for up to 15 million
gallons of agri-biodiesel produced by small producers, defined gen-
erally as persons whose agri-biodiesel production capacity does not
exceed 60 million gallons per year. The agri-biodiesel must (1) be
sold by such producer to another person (a) for use by such other
person in the production of a qualified biodiesel mixture in such
person’s trade or business (other than casual off-farm production),
(b) for use by such other person as a fuel in a trade or business,
or, (¢c) who sells such agri-biodiesel at retail to another person and
places such ethanol in the fuel tank of such other person; or (2)
used by the producer for any purpose described in (a), (b), or (c).

Like the small ethanol producer credit, cooperatives may elect to
pass through any portion of the small agri-biodiesel producer credit
to its patrons. The credit is apportioned pro rata among patrons of
the cooperative on the basis of the quantity or value of the business
done with or for such patrons for the taxable year. An election to
pass through the credit is made on a timely filed return for the tax-
able year and, once made, is irrevocable for such taxable year.

The amount of the credit not apportioned to patrons is included
in the organization’s credit for the taxable year of the organization.
The amount of the credit apportioned to patrons is to be included
in the patron’s credit for the first taxable year of each patron end-
ing on or after the last day of the payment period for the taxable
year of the organization, or, if earlier, for the taxable year of each
patron ending on or after the date on which the patron receives no-
tice from the cooperative of the apportionment.

If the amount of the cooperative’s credit for a taxable year is less
than the amount of the credit shown on the organization’s tax re-
turn for such taxable year, an amount equal to the excess of the
reduction in the credit over the amount not apportioned to patrons
for the taxable year is treated as an increase in the cooperative’s
tax. The increase is not treated as tax imposed for purposes of de-
termining the amount of any tax credit or for purposes of the alter-
native minimum tax.

The small producer credit sunsets after December 31, 2008, along
with the other biodiesel incentives.
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Effective Date

The provision is effective for taxable years ending after the date
of enactment (August 8, 2005).

31. Modifications to small ethanol producer credit (sec. 1347
of the Act and sec. 40 of the Code)

Present Law

Present law provides several tax benefits for ethanol and meth-
anol that are used as a fuel or that are blended with other fuels
(e.g., gasoline) for such a use. For example, the Code provides an
income tax credit for alcohol and alcohol-blended fuels. In the case
of ethanol, the Code provides an additional 10-cents-per-gallon
credit for small producers, defined generally as persons whose pro-
duction capacity does not exceed 30 million gallons per year.98

Explanation of Provision

The provision increases the limit on production capacity for small
ethanol producers from 30 million gallons to 60 million gallons per
year.

The provision also provides that an election to pass the small
ethanol producer credit through to cooperative patrons is not valid
unless the cooperative provides patrons timely written notice of the
apportionment of the credit. Under the provision, notice is timely
if mailed to patrons during the payment period described in section
1382(d) of the Code.

Effective Date

The provision is effective for taxable years ending after the date
of enactment (August 8, 2005).

32. Modify research credit for research relating to energy
(sec. 1351 of the Act and sec. 41 of the Code)

Present Law

General rule

Section 41 provides for a research tax credit equal to 20 percent
of the amount by which a taxpayer’s qualified research expenses
for a taxable year exceed its base amount for that year. The re-
search tax credit is scheduled to expire and generally will not apply
to amounts paid or incurred after December 31, 2005.

A 20-percent research tax credit also applies to the excess of (1)
100 percent of corporate cash expenses (including grants or con-
tributions) paid for basic research conducted by universities (and
certain nonprofit scientific research organizations) over (2) the sum
of (a) the greater of two minimum basic research floors plus (b) an
amount reflecting any decrease in nonresearch giving to univer-
sities by the corporation as compared to such giving during a fixed-
base period, as adjusted for inflation. This separate credit computa-

98 Sec. 40(b)(4) and (g)(1). The alcohol fuels tax credit (which is comprised of the small ethanol
producer credit, the alcohol mixture credit, and the alcohol credit) is scheduled to expire after
December 31, 2010 (sec. 40(e)(1)).
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tion is commonly referred to as the university basic research credit
(see sec. 41(e)).

Alternative incremental research credit regime

Taxpayers are allowed to elect an alternative incremental re-
search credit regime. If a taxpayer elects to be subject to this alter-
native regime, the taxpayer is assigned a three-tiered fixed-base
percentage (that is lower than the fixed-base percentage otherwise
applicable under present law) and the credit rate likewise is re-
duced. Under the alternative credit regime, a credit rate of 2.65
percent applies to the extent that a taxpayer’s current-year re-
search expenses exceed a base amount computed by using a fixed-
base percentage of one percent (i.e., the base amount equals one
percent of the taxpayer’s average gross receipts for the four pre-
ceding years) but do not exceed a base amount computed by using
a fixed-base percentage of 1.5 percent. A credit rate of 3.2 percent
applies to the extent that a taxpayer’s current-year research ex-
penses exceed a base amount computed by using a fixed-base per-
centage of 1.5 percent but do not exceed a base amount computed
by using a fixed-base percentage of two percent. A credit rate of
3.75 percent applies to the extent that a taxpayer’s current-year re-
search expenses exceed a base amount computed by using a fixed-
base percentage of two percent. An election to be subject to this al-
ternative incremental credit regime may be made for any taxable
year beginning after June 30, 1996, and such an election applies
to that taxable year and all subsequent years unless revoked with
the consent of the Secretary of the Treasury.

Eligible expenses

Qualified research expenses eligible for the research tax credit
consist of: (1) in-house expenses of the taxpayer for wages and sup-
plies attributable to qualified research; (2) certain time-sharing
costs for computer use in qualified research; and (3) 65 percent of
amounts paid or incurred by the taxpayer to certain other persons
for qualified research conducted on the taxpayer’s behalf (so-called
contract research expenses). In the case of amounts paid to a re-
search consortium, 75 percent of amounts paid for qualified re-
search is treated as qualified research expenses eligible for the re-
search credit (rather than 65 percent under the general rule) if (1)
such research consortium is a tax-exempt organization that is de-
scribed in section 501(c)(3) (other than a private foundation) or sec-
tion 501(c)(6) and is organized and operated primarily to conduct
scientific research, and (2) such qualified research is conducted by
the consortium on behalf of the taxpayer and one or more persons
not related to the taxpayer.

To be eligible for the credit, the research must not only satisfy
the requirements of present-law section 174 for the deduction for
research expenses, but must be undertaken for the purpose of dis-
covering information that is technological in nature, the application
of which is intended to be useful in the development of a new or
improved business component of the taxpayer, and substantially all
of the activities of which must constitute elements of a process of
experimentation for functional aspects, performance, reliability, or
quality of a business component.
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Explanation of Provision 99

The provision modifies the present-law research credit as it ap-
plies to qualified energy research. In particular, the provision pro-
vides that the taxpayer may claim a credit equal to 20 percent of
the taxpayer’s expenditures on qualified energy research under-
taken by an energy research consortium. The amount of credit
claimed is determined only by regard to such expenditures by the
taxpayer within the taxable year. Unlike the general rule for the
research credit, the 20-percent credit for research by an energy re-
search consortium applies to all such expenditures, not only those
in excess of a base amount however determined. An energy re-
search consortium is a qualified research consortium as under
present law that also is organized and operated primarily to con-
duct energy research and development in the public interest and to
which at least five unrelated persons paid, or incurred amounts, to
such organization within the calendar year. In addition, to be a
qualified energy research consortium no single person shall pay or
incur more than 50 percent of the total amounts received by the
research consortium during the calendar year.

The provision also provides that 100 percent of amounts paid or
incurred by the taxpayer to eligible small businesses, universities,
and Federal laboratories for qualified energy research would con-
stitute qualified research expenses as contract research expenses,
rather than 65 percent of qualified research expenditures allowed
under present law. An eligible small business for this purpose is a
business in which the taxpayer does not own a 50 percent or great-
er interest and the business has employed, on average, 500 or
fewer employees in the two preceding calendar years.

Qualified energy research expenditures are expenditures that
would otherwise qualify for the research credit under present law
and relate to the production, supply, and conservation of energy,
including otherwise qualifying research expenditures related to al-
ternative energy sources or the use of alternative energy sources.
For example, research relating to hydrogen fuel cell vehicles would
qualify under this provision, if the research expenditures otherwise
satisfy the criteria of present-law sec. 41. Likewise, otherwise
qualifying research undertaken to improve the energy-efficiency of
lighting would qualify under this provision.

Effective Date

The provision is effective for amounts paid or incurred after the
date of enactment in taxable years ending after such date.

33. National Academy of Sciences study (sec. 1352 of the Act)

Present Law

Present law does not provide for a study of the health, environ-
mental, security, and infrastructure external costs that may be as-
sociated with the use and production of energy.

9 The provision was subsequently modified in Division A, section 104 of the Tax Relief and
Health Care Act of 2006, Pub. L. No. 109-432, described in Part Fourteen.
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Explanation of Provision

The provision requires the Secretary of Treasury to enter into an
agreement, within 60 days, with the National Academy of Sciences
to conduct a study to define and evaluate the health, environ-
mental, security, and infrastructure external costs and benefits as-
sociated with production and consumption of energy that are not or
may not be fully incorporated into the price of such activities, or
into the Federal tax or fee or other applicable revenue measure re-
lated to such activities. The results of the study are to be sub-
mitted to Congress within two years of the agreement.

Effective Date

The provision is effective on the date of enactment (August 8,
2005).

34. Recycling study (sec. 1353 of the Act)

Present Law

Present law does not provide for a study to determine and quan-
tify the energy savings achieved through the recycling of glass,
paper, plastic, steel, aluminum, and electronic devices, not to iden-
tify tax incentives which would encourage recycling of such mate-
rial.

Explanation of Provision

The provision directs the Secretary of the Treasury, in consulta-
tion with the Secretary of Energy, to conduct a study to determine
and quantify the energy savings achieved through the recycling of
glass, paper, plastic, steel, aluminum, and electronic devices, and
to identify tax incentives that would encourage recycling of such
material. The study is to be submitted to Congress within one year
of the date of enactment (August 8, 2005).

Effective Date

The provision is effective on the date of enactment (August 8,
2005).

35. Oil Spill Liability Trust Fund (sec. 1361 of the Act and
sec. 4611 of the Code)

Present Law

Between December 31, 1989, and January 1, 1995, a five-cent-
per-barrel tax was imposed on crude oil received at a United States
refinery and imported petroleum products received for consump-
tion, use, or warehousing, and any domestically produced crude oil
that is exported from the United States if, before exportation, no
taxes were imposed on the crude oil. The tax was effective only if
the unobligated balance in the Fund was less than $1 billion. Taxes
received were credited to the Oil Spill Liability Trust Fund. The
0Oil Spill Liability Trust Fund is used for several purposes, includ-
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ing the payment of costs for responding to and removing oil
spills.100

Explanation of Provision

The provision reinstates the Oil Spill Liability Trust Fund tax.
The tax applies on April 1, 2006, or if later, the last day of any cal-
endar quarter for which the Secretary estimates that, as of the
close of that quarter, the unobligated balance in the 0il Spill Li-
ability Trust Fund is less than $2 billion.

The tax will be suspended during a calendar quarter if the Sec-
retary estimates that, as of the close of the preceding calendar
quarter, the unobhgated balance in the Oil Spill Liability Trust
Fund exceeds $2.7 billion. The tax terminates after December 31,
2014.

Effective Date

The provision is effective on the date of enactment (August 8,
2005).

36. Leaking Underground Storage Tank Trust Fund (sec.
1362 of the Act and secs. 4041, 4081(d), 4082, 9508, and
new sec. 6430 of the Code)

Present Law

The Code imposes an excise tax, generally at a rate of 0.1 cents
per gallon, on gasoline, diesel, kerosene, and special motor fuels
(other than liquefied petroleum gas and liquefied natural gas).101
The taxes are deposited in the Leaking Underground Storage Tank
(“LUST”) Trust Fund. The tax expires on October 1, 2005.

Diesel fuel and kerosene that is to be used for a nontaxable pur-
pose will not be taxed upon removal from the terminal if it is dyed
to indicate its nontaxable purpose.

The Code requires the LUST Trust Fund to reimburse the Gen-
eral Fund for certain refund and credit claims related to the non-
taxable use of fuel (only to the extent attributable to the LUST
Trust fund financing rate).102

Explanation of Provision

Under the provision, the LUST Trust Fund tax is extended at
the current rate through September 30, 2011. Further, all fuel, in-
cluding dyed fuel, is subject to the LUST tax and no refund or
claim for payment in the case of otherwise nontaxable use (other
than exports) is permitted for such fuel. Under the Act, the LUST

100 Sec. 9509(c)(1).

101 For qualified methanol and ethanol fuel the rate is 0.05 cents per gallon (sec.
4041(b)(2)(A)(ii)). Qualified methanol or ethanol fuel is any liquid at least 85 percent of which
consists of methanol, ethanol or other alcohol produced from coal (including peat) (sec.
4041(b)(2)(B)).

102 Specifically, section 9508(c)(2) requires the LUST Trust Fund to reimburse the General
Fund from time to time for claims paid pursuant to sections 6420 (relating to amounts paid in
respect of gasoline used on farms), section 6421 (relating to amounts paid in respect of gasoline
used for certain nonhighway purposes or by local transit systems), and section 6427 (relating
to fuels not used for taxable purposes) and income tax credits allowed under section 34 for the
purposes previously mentioned. No income tax credit is allowed for any amount payable under
(Secmg}; (%)21 or 6427 if a claim for such amount is timely filed and is payable under such section
sec. .



80

Trust Fund is no longer required to reimburse the General Fund
for claims and credits related to the nontaxable use of fuel.

Effective Date

The provision is generally effective for fuel entered, removed or
sold after September 30, 2005. The extension of the trust fund tax
is effective October 1, 2005.

37. Modify recapture of section 197 amortization (sec. 1363
of the Act and sec. 1245 of the Code)

Present Law

Taxpayers are entitled to recover the cost of amortizable section
197 intangibles using the straight-line method of amortization over
a uniform life of fifteen years.103 With certain exceptions, amortiz-
able section 197 intangibles generally are purchased intangibles
held by a taxpayer in the conduct of a business.104

Gain on the sale of depreciable property must be recaptured as
ordinary income to the extent of depreciation deductions previously
claimed,95 and the recapture amount is computed separately for
each item of property. Section 197 intangibles, because they are
treated as property of a character subject to the allowance for de-
preciation,196 are subject to these recapture rules.

Explanation of Provision

Under the provision, if multiple section 197 intangibles are sold
(or otherwise disposed of) in a single transaction or series of trans-
actions, the seller must calculate recapture as if all of the section
197 intangibles were a single asset. Thus, any gain on the sale (or
other disposition) of the intangibles is recaptured as ordinary in-
come to the extent of ordinary depreciation deductions previously
claimed on any of the section 197 intangibles.

The following example illustrates present law and the provision:

Example.—In year 1, a taxpayer acquires two section 197 intan-

ible assets for a total of $45. Asset A is assigned a cost basis of
%15 and asset B is assigned a cost basis of $30. The allocation is
irrelevant for amortization purposes, as the taxpayer will be enti-
tled to a total of $3 per year ($45 divided by 15 years).

In year 6, the basis of A is $10 and the basis of B is $20. Tax-
payer sells the assets for an aggregate sale price of $45, resulting
in gain of $15. The character of this gain depends on the recapture
amount, which depends in turn on the relative sales prices of the
individual assets. Taxpayer has claimed $5 of amortization, and
therefore has $5 of recapture potential, with respect to A. Taxpayer
has claimed $10 of amortization, and therefore has $10 of recapture
potential, with respect to B.

Under present law, if the sale proceeds are allocated $15 to A
and $30 to B, the gain on assets A and B will be $5 and $10, re-
spectively. These amounts match the recapture potential for each

103 Sec. 197(a)
104 Sec. 197(c)
105 Sec. 1245.

106 Sec. 197(H)(7).
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asset, so the full amount of the gain will be recaptured as ordinary
income. However, if the sale proceeds instead are allocated $25 to
A and $20 to B, the full $15 gain will be recognized with respect
to A, and only $5 (full recapture potential with respect to A) will
be recaptured as ordinary income. The remaining $10 of gain at-
tributable to A will be treated as capital gain. No gain (and thus
no recapture) will be recognized with respect to Asset B, and only
$5 of the $15 recapture potential is recognized.

Under the Act, the taxpayer calculates recapture as if assets A
and B were a single asset. For purposes of the calculation, the pro-
ceeds are $45 and the gain is $15. Because a total of $15 of amorti-
zation has been claimed with respect to assets A and B, the full
$15 gain is recaptured as ordinary income.

Effective Date

The provision is effective for dispositions of property after the
date of enactment (August 8, 2005).

38. Clarification of tire excise tax (sec. 1364 of the Act and
sec. 4072(e) of the Code)

Present Law

The Code imposes an excise tax on highway tires with a rated
load capacity exceeding 3,500 pounds, generally at a rate of 9.45
cents per 10 pounds of excess. Biasply tires and super single tires
are taxed at a rate of 4.725 cents for each 10 pounds of rated load
capacity exceeding 3,500 pounds. A super single tire is a single tire
greater than 13 inches in cross section width designed to replace
two tires in a dual fitment.

Explanation of Provision

The provision clarifies that the definition of super single tire does
not include tires designed to serve as steering tires. It is under-
stood that steering axles are not equipped with a dual fitment.
Therefore, tires classified as steering tires are not “designed to re-
place two tires in a dual fitment.” To the extent there is any per-
ceived ambiguity in the present law definition, the provision clari-
fies that steering tires are not included within the definition of
super single tire eligible for the special rate of tax. Under the pro-
vision, a “super single tire” is a single tire greater than 13 inches
in cross section width designed to replace two tires in a dual
fitment, but such term does not include any tire designed for steer-
ing.

With respect to the one-year period beginning on January 1,
2006, the IRS is required to report to the Congress on the amount
of tax collected during such period for each class of taxable tire
(e.g. biasply, super single, or other) and the number of tires in each
such class on which tax is imposed during such period. The report
must be submitted no later than July 1, 2007. The IRS is directed
to revise the Form 720, Quarterly Federal Excise Tax Return, to
collect the information necessary to prepare the report. The report
is also to include total tire tax collections for an equivalent one-
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year period preceding the date of enactment of the American Jobs
Creation Act of 2004.

Effective Date

The provision regarding the definition of a super single tire is ef-
fective as if included in section 869 of the American Jobs Creation
Act of 2004. The study requirement is effective on the date of en-
actment (August 8, 2005).



PART SIX: SAFE, ACCOUNTABLE, FLEXIBLE, EFFICIENT
TRANSPORTATION EQUITY ACT: A LEGACY FOR USERS
(PUBLIC LAW 109-59) 107

TITLE XI—HIGHWAY REAUTHORIZATION AND EXCISE
TAX SIMPLIFICATION

I. TRUST FUND REAUTHORIZATION

A. Extension of Highway Trust Fund and Aquatic Resources
Trust Fund Expenditure Authority and Related Taxes
(secs. 11101 and 11102 of the Act, and secs. 4041, 4051,
4071, 4081, 4221, 4481, 4482, 4483, 6412, 9503, and 9504 of
the Code)

Present-Law Highway Trust Fund Excise Taxes

In general

Six separate excise taxes are imposed to finance the Federal
Highway Trust Fund program. Three of these taxes are imposed on
highway motor fuels. Historically, fuel taxes have accounted for 90
percent of Highway Trust Fund receipts. The remaining three are
a retail sales tax on heavy highway vehicles, a manufacturers’ ex-
cise tax on heavy vehicle tires, and an annual use tax on heavy ve-
hicles. The six taxes are summarized below. Except for 4.3 cents
per gallon of the Highway Trust Fund fuels tax rates, and a por-
tion of the tax on certain special motor fuels, all of these taxes,
with the exception of the heavy vehicle use tax, are scheduled to
expire after September 30, 2005.198 The 4.3-cents-per-gallon por-
tion of the fuels tax rates is permanent.10® The six taxes are sum-
marized below.

Highway motor fuels taxes
The Highway Trust Fund motor fuels tax rates are as follows: 110

Gasoline ......ccccceeeeeeeeeeiiiiirreeeenen, 18.3 cents per gallon.
Diesel fuel (including transmix)
and kerosene ..........cccceeeeennnenn. 24.3 cents per gallon.

107H R. 3. The House Committee on Ways and Means reported H.R. 996 on March 8, 2005
(H.R. Rep. No. 109-13). The text of H.R. 996 was added to H.R. 3 at title X. The House passed
H.R. 3 on March 10, 2005. The Senate Committee on Finance reported S. 1230 on June 14, 2005
(S. Rep. No. 109-82). The text of that bill as modified was added as title V of H.R. 3. The Senate
passed H.R. 3 with an amendment on May 17, 2005. The conference report was filed on July
28, 2005 (H.R. Rep. No. 109-203) and was passed by the House on July 29, 2005, and the Sen-
ate on July 29, 2005. The President signed the bill on August 10, 2005.

108 The heavy vehicle use tax expires after September 30, 2006. Sec. 4481(f).

109 This portion of the tax rates was enacted as a deficit reduction measure in 1993. Receipts
from it were retained in the General Fund until 1997 legislation provided for their transfer to
the Highway Trust Fund.

110These fuels also are subject to an additional 0.1-cent-per-gallon excise tax to fund the
Leaking Underground Storage Tank (“LUST”) Trust Fund (secs. 4041(d) and 4081(a)(2)(B)).

(83)



84

Special motor fuels .........cc.cc...... 18.3 cents per gallon, gen-
erally.111

Exemptions

Present law includes numerous exemptions (including partial ex-
emptions) for specified uses of taxable fuels or for specified fuels.
Because the gasoline and diesel fuel taxes generally are imposed
before the end use of the fuel is known, many exemptions are real-
ized through refunds to end users of tax paid by a taxpayer earlier
in the distribution chain. Exempt uses and fuels include:

e use in State and local government and nonprofit edu-
cational organization highway vehicles;

¢ use in buses engaged in transporting students and employ-
ees of schools;

e use in local mass transit buses having a seating capacity
of at least 20 adults (not including the driver) when the buses
operate under contract with (or are subsidized by) a State or
local governmental unit to furnish the transportation; and

e use in intercity buses serving the general public along
scheduled routes. (Such use is totally exempt from the gasoline
excise tax and is exempt from 17 cents per gallon of the diesel
fuel tax.)

In addition, fuels used in off-highway business use or on a farm
for farming purposes generally are exempt from these motor fuels
taxes.112 The Highway Trust Fund does not receive excise taxes
imposed on fuel used in off-highway activities. Rather, when tax is
imposed on off-highway use fuel consumption, it is used to finance
other Trust Funds (e.g., motorboat gasoline and special motor fuel
taxes from non-business off-highway use dedicated to the Aquatic
Resources Trust Fund) or is retained in the General Fund (e.g., tax
on diesel fuel used in trains).

Non-fuel Highway Trust Fund excise taxes

In addition to the highway motor fuels excise tax revenues, the
Highway Trust Fund receives revenues produced by three excise
taxes imposed exclusively on heavy highway vehicles or tires.
These taxes are:

e 12-percent excise tax imposed on the first retail sale of
heavy highway vehicles, tractors, and trailers (generally,
trucks having a gross vehicle weight in excess of 33,000 pounds
and trailers having such a weight in excess of 26,000 pounds)
(sec. 4051);

111The statutory rate for certain special motor fuels is determined on an energy equivalent
basis, as follows:

Liquefied petroleum gas (propane): 13.6 cents per gallon. (3.2 cents after September 30, 2005).

Liquefied natural gas: 11.9 cents per gallon. (2.8 cents after September 30, 2005).

Methanol derived from natural gas: 9.15 cents per gallon. (2.15 cents after September 30,
2005).

Compressed natural gas: 48.54 cents per MCF.

See secs. 4041(a)(2), 4041(a)(3) and 4041(m).

The compressed natural gas tax rate is equivalent only to 4.3 cents per gallon of the rate im-
posed on gasoline and other special motor fuels rather than the full 18.3-cents-per-gallon rate.
The tax rate for the other special motor fuels is equivalent to the full 18.3-cents-per-gallon gaso-
line and special motor fuels tax rate.

112 Djesel fuel is the same fuel (#2 fuel oil) as that commonly used as home heating oil. Fuel
oil used as heating oil is not subject to the Federal excise tax.
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e an excise tax imposed on highway tires with a rated load
capacity exceeding 3,500 pounds, generally at a rate of 9.45
cents per 10 pounds of excess (sec. 4071(a)); and

e an annual use tax imposed on highway vehicles having a
taxable gross weight of 55,000 pounds or more (sec. 4481). (The
maximum rate for this tax is $550 per year, imposed on vehi-
cles having a taxable gross weight over 75,000 pounds.)

Present-Law Highway Trust Fund Expenditure Provisions

In general

Dedication of excise tax revenues to the Highway Trust Fund
and expenditures from the Highway Trust Fund are governed by
provisions of the Code.113 The Code authorizes expenditures (sub-
ject to appropriations) from the Highway Trust Fund through July
30, 2005, for the purposes provided in authorizing legislation, as in
effect on the date of enactment of the Surface Transportation Ex-
tension Act of 2005, Part V.114

Under present law, revenues from the highway excise taxes gen-
erally are dedicated to the Highway Trust Fund. However, under
section 9503(c)(2), certain transfers are made from the Highway
Trust Fund into the General Fund, relating to amounts paid in re-
spect of gasoline used on farms, amounts paid in respect of gasoline
used for certain nonhighway purposes or by local transit systems,
amounts relating to fuels not used for taxable purposes, and in-
come tax credits for certain uses of fuels.

Highway Trust Fund expenditure purposes

The Highway Trust Fund has a subaccount for Mass Transit.
Both the Trust Fund and its sub-account are funding sources for
specific programs. Neither the Highway Trust Fund nor its Mass
Transit sub-account receive interest on unexpended balances. The
Highway Fund’s Mass Transit sub-account receives 2.86 cents per
gallon of highway motor fuels excise taxes.

Highway Trust Fund expenditure purposes have been revised
with each authorization Act enacted since establishment of the
Highway Trust Fund in 1956. In general, expenditures authorized
under those Acts (as the Acts were in effect on the date of enact-
ment of the most recent such authorizing Act) are approved by the
Code as Highway Trust Fund expenditure purposes.'l®> Thus, no
Highway Trust Fund monies may be spent for a purpose not ap-
proved by the tax-writing committees of Congress. The Code pro-
vides that authority to make expenditures from the Highway Trust

113 Sec. 9503. The Highway Trust Fund statutory provisions were placed in the Internal Rev-
enue Code in 1982.

114The expenditure authority was later extended by Pub. L. No. 109-42, the “Surface Trans-
portation Extension Act of 2005, Part VI”, signed into law by the President on July 30, 2005.

115The authorizing Acts which currently are referenced in the Highway Trust Fund provisions
of the Code are: the Highway Revenue Act of 1956; Titles I and II of the Surface Transportation
Assistance Act of 1982; the Surface Transportation and Uniform Relocation Act of 1987; the
Intermodal Surface Transportation Efficiency Act of 1991; and the Transportation Equity Act
for the 21st Century; the Surface Transportation Extension Act of 2003; the Surface Transpor-
tation Extension Act of 2004; the Surface Transportation Extension Act of 2004 Part II; the Sur-
face Transportation Extension Act of 2004, Part III; the Surface Transportation Extension Act
of 2004, Part IV; the Surface Transportation Extension Act of 2004, Part V; the Surface Trans-
portation Extension Act of 2005; the Surface Transportation Extension Act of 2005, Part II; the
Surface Transportation Extension Act of 2005, Part III; the Surface Transportation Extension
Act of 2005, Part IV; and the Surface Transportation Extension Act of 2005, Part V.
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Fund expires after July 30, 2005. Thus, no Highway Trust Fund
expenditures may occur after July 30, 2005.116

Anti-deficit provisions (the “Harry Byrd rule”)

Highway projects can take multiple years to complete. As a re-
sult, the Highway Trust Fund carries positive unexpended bal-
ances, a large portion of which are reserved to cover existing obli-
gations.11” Highway Trust Fund spending is limited by anti-deficit
provisions internal to the Highway Trust Fund, the so-called
“Harry Byrd rule.” Generally, the Harry Byrd rule prevents the
further obligation of Federal highway funds if the current and ex-
pected balances of the Highway Trust Fund fall below a certain
level. The rule requires the Treasury Department to determine, on
a quarterly basis, the amount (if any) by which unfunded highway
authorizations exceed projected net Highway Trust Fund tax re-
ceipts for the 24-month period beginning at the close of each fiscal
year.118 Similar rules apply to unfunded Mass Transit Account au-
thorizations. If unfunded authorizations exceed projected 24-month
receipts, apportionments to the States for specified programs fund-
ed by the relevant Trust Fund Account are to be reduced propor-
tionately. Because of the Harry Byrd rule, taxes dedicated to the
Highway Trust Fund typically are scheduled to expire at least 24
months after current authorizing Acts.

The Surface Transportation Extension Act of 2003, created a
temporary rule (through February 29, 2004) for purposes of the
anti-deficit provisions of the Highway Trust Fund. For purposes of
determining 24 months of projected revenues for the anti-deficit
provisions, the Secretary of the Treasury is instructed to treat each
expiring provision relating to appropriations and transfers to the
Highway Trust Fund to have been extended through the end of the
24-month period and to assume that the rate of tax during such 24-
month period remains at the same rate in effect on the date of en-
actment of the provision. The temporary rule has been continuously
extended since February 29, 2004.119

Limitations on transfers to the Highway Trust Fund

The Code also contains a special enforcement provision to pre-
vent expenditure of Highway Trust Fund monies for purposes not
authorized in section 9503.120 Should such unapproved expendi-
tures occur, no further excise tax receipts will be transferred to the
Highway Trust Fund. Rather, the taxes will continue to be imposed
with receipts being retained in the General Fund. This enforcement
provision provides specifically that it applies not only to unauthor-
ized expenditures under the current Code provisions, but also to
expenditures pursuant to future legislation that does not amend
section 9503’s expenditure authorization provisions or otherwise
authorize the expenditure as part of a revenue Act.

116 The expenditure authority was later extended by Pub. L. No. 109-42, the “Surface Trans-
portation Extension Act of 2005, Part VI”, signed into law by the President on July 30, 2005.

117 Congressional Research Service, RL 32226, Highway and Transit Program Reauthorization
Legislation in the 2nd Session, 108th Congress (December 15, 2004) at CRS-12.

118 Sec. 9503(d).

119 See, Part Four: Surface Transportation Act of 2005, Parts I-VI, supra.

120 Sec. 9503(b)(6).
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Interrelationship of the Highway Trust Fund and the Aquat-
ic Resources Trust Fund

The Aquatic Resources Trust Fund is funded by a portion of the
receipts from the excise taxes imposed on motorboat gasoline and
special motor fuels and on gasoline used as a fuel in the nonbusi-
ness use of small-engine outdoor power equipment. A portion of
these taxes are transferred into the Highway Trust Fund and then
retransferred into the Aquatic Resources Trust Fund. As a result,
transfers to the Aquatic Resources Trust Fund are governed in part
by Highway Trust Fund provisions.121

A total tax rate of 18.4 cents per gallon is imposed on gasoline
and special motor fuels used in motorboats and on gasoline used
as a fuel in the nonbusiness use of small-engine outdoor power
equipment. Of this rate, 0.1 cent per gallon is dedicated to the
Leaking Underground Storage Tank Trust Fund. Of the remaining
18.3 cents per gallon, 4.8 cents per gallon are retained in the Gen-
eral Fund. The balance of 13.5 cents per gallon is transferred to the
Highway Trust Fund and then retransferred to the Aquatic Re-
sources Trust Fund and the Land and Water Conservation Fund,
as follows.

The Aquatic Resources Trust Fund is comprised of two accounts,
the Boat Safety Account and the Sport Fish Restoration Account.
Motorboat fuel taxes, not exceeding $70 million per year, are trans-
ferred to the Boat Safety Account. In addition, these transfers are
subject to an overall annual limit equal to an amount that will not
cause the Boat Safety Account to have an unobligated balance in
excess of $70 million. To the extent there are excess motorboat fuel
taxes, the next $1 million per year of motorboat fuel taxes is trans-
ferred from the Highway Trust Fund to the Land and Water Con-
servation Fund provided for in Title I of the Land and Water Con-
servation Fund Act of 1965. The balance of the motorboat fuel
taxes in the Highway Trust Fund is transferred to the Sport Fish
Restoration Account.

The Sport Fish Restoration Account also receives 13.5 cents per
gallon of the small-engine fuel taxes from the Highway Trust Fund.
This Account is also funded with receipts from an ad valorem man-
ufacturers’ excise tax on sport fishing equipment.

The retention in the General Fund of 4.8 cents per gallon of
taxes on fuel used in motorboats and in the nonbusiness use of
small-engine outdoor power equipment expires with respect to
taxes imposed after September 30, 2005.

The expenditure authority for the Aquatic Resources Trust Fund
expires after July 30, 2005.122

Reasons for Change

The Congress believes that highway and transit spending sus-
tains and creates jobs, providing valuable new opportunities in
communities where the availability of jobs is declining. In addition,
a long-term reauthorization provides stability for State transpor-
tation programs dependent on Federal funds. Thus, the Congress

121 Secs. 9503(c)(4) and 9503(c)(5).
122 The expenditure authority was later extended by Pub. L. No. 109-42, the “Surface Trans-
portation Extension Act of 2005, Part VI”, signed into law by the President on July 30, 2005.
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believes it is appropriate to reauthorize Highway Trust Fund ex-
penditures through September 30, 2009 in coordination with new
transportation legislation and to extend current Federal taxes pay-
able to the Highway Trust Fund through September 30, 2011.

The Congress also believes that the full amount of excise taxes
imposed on fuel used in motorboats and in the nonbusiness use of
small-engine outdoor power equipment should not be retained in
the General Fund and should instead be credited to the trust fund
dedicated to the users who primarily bear such taxes. Fuel taxes
imposed with respect to other uses are currently either dedicated
to an appropriate fund or are being phased out. Therefore, the Con-
gress believes that allowing the present-law General Fund reten-
tion of such taxes to expire as scheduled is consistent with the
treatment of other fuel taxes.

The provision modifies the Harry Byrd rule to require that High-
way Account and Mass Transit Account (each separately) unpaid
authorizations at the end of a fiscal year be less than or equal to
the cash balance of the account at the end of the year plus the pro-
jected receipts for the next 48 months, rather than 24 months.
Most highway projects are capital projects on which money is spent
over a number of years. Given that highway projects, and therefore
contract payments, may extend longer than 24 months, the Con-
gress believes it is appropriate to extend the testing period to 48
months to better reflect that some existing obligations will be satis-
fied by using future tax receipts.

Explanation of Provision

The expenditure authority for the Highway Trust Fund and
Aquatic Resources Trust Fund is extended through September 29,
2009 (after September 30, 2009, in the case of expenditures for ad-
ministrative purposes, and expenditures from the Mass Transit Ac-
count).

The Code provisions governing the purposes for which monies in
the Highway Trust Fund may be spent are modified to include the
new transportation legislation (Pub. L. 109-59). The provision also
extends the motor fuel taxes and all three non-fuel excise taxes at
their current rates through September 30, 2011.

The provision also changes the Harry Byrd rule from a 24-month
to a 48-month receipt rule. Under the provision, the Harry Byrd
rule is not triggered unless unfunded highway authorizations ex-
ceed projected net Highway Trust Fund tax receipts for the 48-
month period beginning at the close of each fiscal year. For pur-
poses of the 48-month rule, taxes are assumed extended beyond
their expiration date.

The provision does not extend the General Fund retention of
taxes on fuel used in motorboats and in the nonbusiness use of
small-engine outdoor power equipment.

Effective Date

The provisions are effective on the date of enactment (August 10,
2005).



II. EXCISE TAX REFORM AND SIMPLIFICATION

A. Highway Excise Taxes

1. Modify gas guzzler tax (sec. 11111 of the Act and sec. 4064
of the Code)

Present Law

Under present law, the Code imposes a tax (“the gas guzzler
tax”) on automobiles that are manufactured primarily for use on
public streets, roads, and highways and that are rated at 6,000
pounds unloaded gross vehicle weight or less.123 The tax applies to
limousines without regard to the weight requirement. The tax is
imposed on the sale by the manufacturer of each automobile of a
model type with a fuel economy of 22.5 miles per gallon or less.
The tax range begins at $1,000 and increases to $7,700 for models
with a fuel economy less than 12.5 miles per gallon.

Emergency vehicles and non-passenger automobiles are exempt
from the tax. The Secretary of Transportation determines which ve-
hicles are “non-passenger” automobiles, thereby exempting these
vehicles from the gas guzzler tax based on regulations in effect on
the date of enactment of the gas guzzler tax.12¢ Hence, vehicles de-
fined in Title 49 C.F.R. sec. 523.5 (relating to light trucks) are ex-
empt. These vehicles include those designed to transport property
on an open bed (e.g., pick-up trucks) or provide greater cargo-car-
rying than passenger carrying volume including the expanded
cargo-carrying space created through the removal of readily detach-
able seats (e.g., pick-up trucks, vans, and most minivans, sports
utility vehicles and station wagons). Additional vehicles that meet
the “non-passenger” requirements are those with at least four of
the following characteristics: (1) an angle of approach of not less
than 28 degrees; (2) a breakover angle of not less than 14 degrees;
(3) a departure angle of not less than 20 degrees; (4) a running
clearance of not less than 20 centimeters; and (5) front and rear
axle clearances of not less than 18 centimeters each. These vehicles
would include many sports utility vehicles.

Reasons for Change

The Congress observes that limousines are the only class of vehi-
cles weighing in excess of 6,000 pounds subject to the gas guzzler
tax. The Congress believes that, as equipment essential to a com-
mercial enterprise, the present-law application of the gas guzzler
tax to such limousines is inappropriate.

123 Sec. 4064.
124 Sec. 4064(b)(1)(B).

(89)
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Explanation of Provision

The provision repeals the tax as it applies to limousines rated at
greater than 6,000 pounds unloaded gross vehicle weight.

Effective Date
The provision is effective on October 1, 2005.

2. Exclusion for tractors weighing 19,500 pounds or less
from excise tax on heavy trucks and trailers (sec. 11112
of the Act and sec. 4051 of the Code)

Present Law

A 12-percent excise tax is imposed on the first retail sale of auto-
mobile truck chassis and bodies, truck trailer and semitrailer chas-
sis and bodies, and tractors of the kind chiefly used for highway
transportation in combination with a trailer or semitrailer.125 The
tax does not apply to automobile truck chassis and bodies suitable
for use with a vehicle which has a gross vehicle weight of 33,000
pounds or less.126 The tax also does not apply to truck trailer and
semitrailer chassis and bodies suitable for use with a trailer or
semitrailer which has a gross vehicle weight of 26,000 pounds or
less.127 In general, tractors are subject to tax regardless of their
gross vehicle weight.

Temporary Treasury regulations provide that “tractor” means a
highway vehicle which is primarily designed to tow a vehicle, such
as a trailer or semitrailer, but which does not carry cargo on the
same chassis as the engine. The regulations presume that a vehicle
equipped with air brakes and/or towing package is primarily de-
signed as a tractor.128 The regulations further require an incom-
plete chassis cab to be treated as a tractor if it is equipped with
any of the safety devices listed in the regulations, and require that
it be treated as a truck if it is not equipped with any of the listed
safety devices and the purchaser certifies in writing that the vehi-
cle will not be equipped for use as a tractor.129

In Freightliner of Grand Rapids, Inc. v. U.S., the district court
held that certain vehicles primarily designed to tow large RV trail-
ers but which had some cargo carrying capacity on their chassis
are properly characterized as tractors.130 The court also held that
incomplete chassis cabs that do not include any of the listed safety
devices are to be treated as tractors unless the purchaser certifies
in writing that it will not equip the vehicles for use as tractors.
Under the holding of this case, these types of vehicles are subject
to tax regardless of their gross vehicle weight.

Explanation of Provision

The provision excludes from tax tractors that meet both of the
following requirements. The tractor must have a gross vehicle

125 Sec. 4051(a)(1).

126 Sec. 4051(a)(2).

127 Sec. 4051(a)(3).

128 Temp. Treas. Reg. sec. 145.4051-1(e)(1)(1)
129 Temp. Treas. Reg. sec. 145.4051-1(e)(1)(ii).
130351 F.Supp.2d 718 (W.D. Mich. 2004).
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weight of 19,500 pounds or less, and the gross combined weight (as
determined by the Secretary) of the tractor if combined with a
towed vehicle (such as trailer or semi-trailer) would not exceed
33,000 pounds. No inference is intended from this provision regard-
ing the proper classification of vehicles as tractors or trucks.

Effective Date
The provision is effective for sales after September 30, 2005.

3. Volumetric excise tax credit for alternative fuels (sec.
11113 of the Act and secs. 4041, 4101, 6426, and 6427 of
the Code)

Present Law

Under section 4081 of the Code, an excise tax is imposed upon
(1) the removal of any taxable fuel from a refinery or terminal, (2)
the entry of any taxable fuel into the United States, or (3) the sale
of any taxable fuel to any person who is not registered with the
IRS to receive untaxed fuel, unless there was a prior taxable re-
moval or entry.131 The tax does not apply to any removal or entry
of taxable fuel transferred in bulk by pipeline or vessel to a ter-
minal or refinery if the person removing or entering the taxable
fuel, the operator of such pipeline or vessel, and the operator of
such terminal or refinery are registered with the Secretary.132 Sec-
tion 4081 also imposes an excise tax on taxable fuel removed or
sold by the blender of the fuels.133 However, the blender is entitled
to a credit on any tax previous paid if that person establishes the
amount of such tax.13¢ A “taxable fuel” is gasoline, diesel fuel (in-
cluding any liquid, other than gasoline, which is suitable for use as
a fuel in a diesel-powered highway vehicle or train), and ker-
osene.135

Diesel fuel and kerosene generally are taxed at 24.3 cents per
gallon excise (aviation-grade kerosene at 21.8 cents per gallon).
Gasoline is taxed at 18.3 cents per gallon and aviation gasoline is
taxed at 19.3 cents per gallon.

The Code imposes a backup retail tax for diesel fuel and ker-
osene not taxed under section 4081, and for special motor fuels.136
Under section 4041, tax is imposed on special motor fuels (any lig-
uid other than gas oil, fuel oil or any product taxable under section
4081) when there is a taxable sale by any person to an owner, les-
see or other operator of a motor vehicle or motorboat, for use as
fuel in the motor vehicle or motorboat or used by any person as a
fuel in a motor vehicle or motorboat unless there was a prior tax-
able sale.137

131 Sec. 4081(a)(1).

132 Sec. 4081(a)(1)(B).

133 Sec. 4081(b)(1). Blended taxable fuel is a taxable fuel that is produced outside the bulk
transfer/terminal system by mixing taxpayer fuel with respect to which tax has been imposed
under section 4041(a)(1) or 4081(a) (other than taxable fuel for which a credit or payment has
been allowed); and any other liquid on which tax has not been imposed under section 4081.
Treas. Reg. sec. 48.4081-1(c)(i).

134 Sec. 4081(b)(2).

135 Sec. 4083(a).

136 Sec. 4041.

137 Sec. 4041(a)(2).



92

Most special motor fuels are subject to tax at 18.3 cents per gal-
lon, however, certain special motor fuels and compressed natural
gas are determined on an energy equivalent basis, as follows:

Liquefied petroleum gas (propane) ........................ 13.6 cents per
gallon.

Liquefied natural @as .......cccccceeveeecvieeiiecciieeeeenen. 11.9 cents per
gallon.

Methanol derived from petroleum or natural gas 9.151(1:ents per
gallon.

Compressed natural gas ........ccccceeeeeeeeeeiicnnnineenennnn. 48.54 cents per
MCF.

Liquid hydrogen is a special motor fuel for purposes of the tax
on special motor fuels and is subject to a tax of 18.3 cents per gal-
lon.138 Compressed hydrogen gas used or sold as a fuel is not sub-
ject to tax.

Prior to the American Jobs Creation Act of 2004, gasohol and
gasoline to be blended into gasohol was taxed at a reduced rate
based on the amount of ethanol contained in the mixture (e.g., 10
percent, 7.7 percent or 5.5 percent alcohol in the mixture). The Act
eliminated reduced rates of excise tax for most alcohol-blended
fuels. In place of the reduced rates, the Act amended the Code to
create two new excise tax credits: the alcohol fuel mixture credit
and the biodiesel mixture credit.13® The sum of these credits may
be taken against the tax imposed on taxable fuels (by section 4081).
A person may also file a claim for payment equal to the amount
of these credits for biodiesel or alcohol used to produce an eligible
mixture.140 The credits and payments are paid out of the General
Fund. If the alcohol is ethanol with a proof of 190 or greater, the
credit or payment amount is 51 cents per gallon. For agri-biodiesel,
the credit or payment amount is $1.00 per gallon; for biodiesel
other than agri-biodiesel, the credit or payment amount is 50 cents
per gallon. Under the Code’s coordination rules, a claim may be
taken only once with respect to any particular gallon of alcohol or
biodiesel.

No excise tax credit is available for the blending or sale of special
motor fuels.

Explanation of Provision

Under the provision, liquefied petroleum gas and P Series fuels
(as defined by the Secretary of Energy under 42 U.S.C. sec.
13211(2)) are taxed at 18.3 cents per gallon under section 4041.
Compressed natural gas is taxed at 18.3 cents per energy equiva-
lent of a gallon of gasoline. Liquefied natural gas, any liquid fuel
derived from coal (other than ethanol or methanol) and liquid hy-
drocarbons derived from biomass are taxed at 24.3 cents per gallon
under section 4041. The Act does not change the tax treatment of
hydrogen, liquefied hydrogen remains subject to the tax imposed by
section 4041.

138 An additional 0.1 cent per gallon is imposed by section 4041(d) for the Leaking Under-
ground Storage Tank Trust Fund.

139 Sec. 6426. The American Jobs Creation Act of 2004 also created an income tax credit for
biodiesel and biodiesel mixtures. Sec. 40A.

140 Sec. 6427(e).
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In addition, the provision creates two new excise tax credits, the
alternative fuel credit, and the alternative fuel mixture credit. For
this purpose, the term “alternative fuel” means liquefied petroleum
gas, P Series fuels (as defined by the Secretary of Energy under 42
U.S.C. sec. 13211(2)), compressed or liquefied natural gas, liquefied
hydrogen, liquid fuel derived from coal through the Fisher-Tropsch
process, and liquid hydrocarbons derived from biomass. Such term
does not include ethanol, methanol, or biodiesel.

The alternative fuel credit is allowed against section 4041 liabil-
ity and the alternative fuel mixture credit is allowed against sec-
tion 4081 liability. Neither credit is allowed unless the taxpayer is
registered with the Secretary. The alternative fuel credit is 50
cents per gallon of alternative fuel or gasoline gallon equiva-
lents 141 of nonliquid alternative fuel sold by the taxpayer for use
as a motor fuel in a motor vehicle or motorboat, or so used by the
taxpayer.

The alternative fuel mixture credit is 50 cents per gallon of alter-
native fuel used in producing an alternative fuel mixture for sale
or use in a trade or business of the taxpayer. The mixture must
be sold by the taxpayer producing such mixture to any person for
use as a fuel or used by the taxpayer for use as a fuel.142 The cred-
its generally expire after September 30, 2009. The provision also
allows persons to file a claim for payment equal to the amount of
the alternative fuel credit and alternative fuel mixture credits.
These payment provisions generally also expire after September 30,
2009. With respect to liquefied hydrogen, the credit and payment
provisions expire after September 30, 2014. Both credits and pay-
ments are made out of the General Fund. Under coordination rules,
a claim for payment or credit may only be taken once with respect
to any particular gallon or gasoline-gallon equivalent of alternative
fuel.

Effective Date

The provision is effective for any sale or use for any period after
September 30, 2006.

B. Aquatic Excise Taxes

1. Eliminate Aquatic Resources Trust Fund and transform
Sport Fish Restoration Account (sec. 11115 of the Act
and secs. 9503 and 9504 of the Code)

Present Law

A total tax rate of 18.4 cents per gallon is imposed on gasoline
and special motor fuels used in motorboats, and on gasoline used
as a fuel in the nonbusiness use of small-engine outdoor power

141“Gasoline gallon equivalent” means, with respect to any nonliquid alternative fuel, the
amount of such fuel having a Btu content of 124,800 (higher heating value).

142 For example, the taxpayer produces fish oil in its trade or business. The taxpayer uses this
fish oil to make a blend of 50 percent fish oil and 50 percent diesel fuel to run in a generator
that is part of the taxpayer’s trade or business. This use of the fish oil-diesel blend made by
the taxpayer qualifies as use of an alternative fuel mixture for purposes of the requirement that
the fuel be used in the blender’s trade or business.
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equipment.143 Of this rate, 0.1 cent per gallon is dedicated to the
Leaking Underground Storage Tank Trust Fund. Of the remaining
18.3 cents per gallon, tax collected in excess of 13.5 cents per gallon
(i.e., 4.8 cents per gallon) is retained in the General Fund of the
Treasury.l4* The balance is transferred to the Highway Trust
Fund, and retransferred (except with respect to amounts trans-
ferred to the fund for land and water conservation, as described
below) to the Aquatic Resources Trust Fund.145 The taxes on gaso-
line and special motor fuels used in motorboats and the taxes on
gasoline used as a fuel in the nonbusiness use of small-engine out-
door power equipment are collected under the same rules as apply
to the Highway Trust Fund collections generally.

The Aquatic Resources Trust Fund is comprised of two ac-
counts.146 First, the Boat Safety Account is funded by a portion of
the receipts from the excise tax imposed on motorboat gasoline and
special motor fuels. Transfers to the Boat Safety Account are lim-
ited to amounts not exceeding $70 million per year. In addition,
these transfers are subject to an overall annual limit equal to an
amount that will not cause the Boat Safety Account to have an un-
obligated balance in excess of $70 million.147

Second, the Sport Fish Restoration Account receives the balance
of the motorboat gasoline and special motor fuels receipts that are
transferred to the Aquatic Resources Trust Fund.'4® The Sport
Fish Restoration Account also is funded with receipts from an ex-
cise tax on sport fishing equipment sold by the manufacturer, pro-
ducer or importer. The excise tax rate on sport fishing equipment
is 10 percent of the sales price; the rate is reduced to 3 percent for
electric outboard motors and fishing tackle boxes.14? Examples of
the items of sport fishing equipment subject to the 10-percent rate
include fishing rods and poles, fishing reels, fly fishing lines and
certain other fishing lines, fishing spears, spear guns, spear tips,
items of terminal tackle, containers designed to hold fish, fishing
vests, landing nets, and portable bait containers.159 In addition,
import duties on certain fishing tackle, yachts and pleasure craft
are transferred into the Sport Fish Restoration Account.

The amounts of taxes on gasoline used as a fuel in the nonbusi-
ness use of small-engine outdoor power equipment that are trans-
ferred to the Highway Trust Fund and retransferred to the Aquatic

143 Sec. 4081(a)(2).

144The retention in the General Fund of the 4.8 cents a gallon of motorboat fuel taxes and
taxes on gasoline used as a fuel in the nonbusiness use of small-engine outdoor power equip-
ment expires after September 30, 2005.

145 Sec. 9503(c)(4). Between October 1, 2001 and September 30, 2003, the amount transferred
to the Highway Trust Fund was 13 cents per gallon. Prior to October 1, 2001, the amount trans-
ferred was 11.5 cents per gallon. Sec. 9503(b)(4)(D). The transfers from the Highway Trust Fund
to the Aquatic Resources Trust Fund of amounts of taxes received on gasoline used as a fuel
in the nonbusiness use of small-engine outdoor power equipment expires after September 30,
2005. Sec. 9503(c)(5).

146 Sec. 9504(a).

147 Sec. 9503(c)(4)(A). Funding of the Boat Safety Account is scheduled to expire after Sep-
tember 30, 2005.

148 After funding of the Boat Safety Account, remaining motorboat fuel taxes, not exceeding
$1,000,000 during any fiscal year, are transferred from the Highway Trust Fund into the land
and water conservation fund provided in Title I of the Land and Water Conservation Fund Act
of 1965. Sec. 9503(c)(4)(B). After the transfer to the land and water conservation fund, motor-
boat fuel taxes remaining in the Highway Trust Fund are transferred to the Sport Fish Restora-
tion Account. Sec. 9503(c)(4)(C).

149 Sec. 4161(a)(2) and 4161(a)(c)(3).

150 Ttems of “sport fishing equipment” are enumerated in section 4162(a).
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Resources Trust Fund are directed to a separate sub-account of the
Sport Fish Restoration Account, the Coastal Wetlands Sub-Ac-
count.

Expenditures from the Boat Safety Account are subject to annual
appropriations. Amounts transferred, paid, or credited to the Sport
Fish Restoration Account (including the Coastal Wetlands Sub-Ac-
count) are authorized to be appropriated for the uses authorized in
the expenditure provisions.151

Reasons for Change

The Congress believes that the current Boat Safety Account is
fully funded and that expenditures for boating safety relating to
newly collected funds would be facilitated by treating these collec-
tions in the same manner as those currently required for the Sport
Fish Restoration Account. The Congress further believes that com-
bining the Boat Safety Account and Sport Fish Restoration Account
will facilitate such uniform treatment in the future and better co-
ordinate expenditures for sport fishing and boating safety.

Explanation of Provision

The provision eliminates the Aquatic Resources Trust Fund and
future transfers to the Boat Safety Account and transforms the
Sport Fish Restoration Account into the Sport Fish Restoration and
Boating Trust Fund. After funding of the land and water conserva-
tion fund as under present law, the balance of the taxes on motor-
boat fuels is transferred from the Highway Trust Fund into the
Sport Fish Restoration and Boating Trust Fund. In addition, the
transfers from the Highway Trust Fund to the Sport Fish Restora-
tion and Boating Trust Fund of amounts of taxes on gasoline used
as a fuel in the nonbusiness use of small-engine outdoor power
equipment are extended through September 30, 2011.

Existing amounts in the Boat Safety Account, plus interest ac-
crued on interest-bearing obligations of such account, are made
available as provided under expenditure provisions.152 The expend-
iture provisions also authorize the appropriation of amounts in the
Sport Fish Restoration and Boating Trust Fund, including for boat-
ing safety, for the uses authorized in the expenditure provisions.

Effective Date
The provision is effective October 1, 2005.

2. Repeal of harbor maintenance tax on exports (sec. 11116
of the Act and sec. 4461 of the Code)

Present Law

The Code contains provisions imposing a 0.125-percent excise tax
on the value of most commercial cargo loaded or unloaded at U.S.

151 Act of August 9, 1950, 64 Stat. 430 (codified at 16 U.S.C. sec. 777 et seq.) (“An Act to pro-
vide that the United States shall aid the States in fish restoration and management projects,
and for other purposes,” commonly referred to as the Dingell-Johnson Sport Fish Restoration
Act.).

152The expenditure provisions are codified at 16 U.S.C. sec. 777 et seq., as may be amended
by the Sportfishing and Recreational Boating Safety Act of 2005.
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ports (other than ports included in the Inland Waterway Trust
Fund system). The tax also applies to amounts paid for passenger
transportation using these U.S. ports. Exemptions are provided for
(1) cargo donated for overseas use, (2) cargo shipped between the
U.S. mainland and Alaska (except for crude oil), Hawaii, and/or
U.S. possessions and (3) cargo shipped between Alaska, Hawaii,
and/or U.S. possessions. Receipts from this tax are deposited in the
Harbor Maintenance Trust Fund.

The U.S. Supreme Court has held that the harbor maintenance
excise tax is unconstitutional as applied to exported cargo because
it violates the “Export Clause” of the U.S. Constitution.153 The tax
remains in effect for imported cargo. Imposition of the tax on pas-
senger transportation with respect to passengers on cruises that
originate, stop, or terminate, at U.S. ports has been upheld.

Reasons for Change

The Congress believes the Internal Revenue Code should conform
to the law of the land as interpreted by the Supreme Court and,
thus, believes the harbor maintenance excise tax as applied to ex-
ported cargo should be repealed as deadwood.

Explanation of Provision

The provision conforms the Code to the Supreme Court decision
and exempts exported commercial cargo from the harbor mainte-
nance tax.

Effective Date

The provision is effective before, on, and after the date of enact-
ment (August 10, 2005).

3. Cap on excise tax on certain fishing equipment (sec. 11117
of the Act and sec. 4161 of the Code)

Present Law

In general, the Code imposes a 10-percent tax on the sale by the
manufacturer, producer, or importer of specified sport fishing
equipment.154 A three-percent rate, however, applies to the sale of
electric outboard motors and fishing tackle boxes.155 Sport fishing
equipment subject to the 10-percent tax includes fishing rods and
poles, fishing reels, fly fishing lines, and other fishing lines not
over 130 pounds test, fishing spears, spear guns, and spear tips,
and tackle items including leaders, artificial lures, artificial baits,
artificial flies, fishing hooks, bobbers, sinkers, snaps, drayles, and
swivels. In addition the following fishing supplies and accessories
are subject to the 10-percent tax: fish stringers; creels; bags, bas-
kets, and other containers designed to hold fish; portable bait con-
tainers; fishing vests; landing nets; gaff hooks; fishing hook
disgorgers; dressing for fishing lines and artificial flies; fishing tip-

153 United States Shoe Corp. v. United States, 523 U.S. 360, 118 S. Ct. 1290, 140 L. Ed. 2d
453 (1998).

154 Sec. 4161(a)(1).

155 Sec. 4161(a)(2) and 4161(a)(3).
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ups and tilts; fishing rod belts, fishing rodholders; fishing har-
nesses; fish fighting chairs; and fishing outriggers and downriggers.

Revenues from the excise tax on sport fishing equipment are de-
posited in the Sport Fish Restoration Account of the Aquatic Re-
sources Trust Fund. Monies in the fund are spent, subject to an ex-
isting permanent appropriation, to support Federal-State sport fish
enhancement and safety programs.

Reasons for Change

The Congress understands that as a tax on the manufacturer,
the 10-percent ad valorem tax rate generally is imposed at the time
a rod is sold to a wholesaler or retailer and thus the tax as a per-
centage of the ultimate retail price paid by the consumer is less
than 10 percent. However, the Congress understands that most
rods priced in excess of $100 are custom rods produced by busi-
nesses that are both the “manufacturer” and the retailer. In this
circumstance the 10-percent tax rate would apply to the retail
price. The Congress therefore believes that present-law tax does
not provide for neutral taxation of different segments of the fishing
rod market. The Congress concludes that the tax on rods and poles
the$ manufacturer’s price of which exceeds $100 should be limited
to $10.00.

Explanation of Provision

The provision provides that the tax applicable to a fishing rod or
fishing pole is the lesser of 10 percent or $10.00.

Effective Date

The provision is effective for articles sold by the manufacturer,
producer, or importer after September 30, 2005.

C. Aerial Excise Taxes

1. Clarification of excise tax exemptions for agricultural
aerial applicators and exemption for fixed-wing aircraft
engaged in forestry operations (sec. 11121 of the Act and
secs. 4261 and 6420 of the Code)

Present Law

Excise taxes are imposed on aviation gasoline (19.4 cents per gal-
lon) and jet fuel (21.9 cents per gallon).156 All but 0.1 cent per gal-
lon of the revenues from these taxes are dedicated to the Airport
and Airway Trust Fund. The remaining 0.1 cent per gallon rate is
imposed for the Leaking Underground Storage Tank Trust Fund.

Fuel used on a farm for farming purposes is a nontaxable use.
Aerial applicators (crop dusters) are allowed to claim a refund in-
stead of farm owners and operators in the case of aviation gasoline
if the owners or operators give written consent to the aerial appli-
cators.157 This provision applies only to fuel consumed in the air-

156 Sec. 4081.
157 Sec. 6420(c)(4)).
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plane while operating over the farm, i.e., fuel consumed traveling
to and from the farm is not exempt.

Air passenger transportation is subject to an excise tax equal to
7.5 percent of the amount paid plus $3.20 (for 2005) per domestic
flight segment.158 The tax on transportation by air does not apply
to air transportation by helicopter if the helicopter is used for (1)
the exploration, or the development or removal of oil, gas, or hard
minerals exploration, or (2) certain timber operations (planting,
cultivating, cutting, transporting, or caring for trees, including log-
ging operations).15® The exemption applies only when the heli-
copters are not using the Federally funded airport and airway serv-
ices. Helicopters and fixed-wing aircraft providing emergency med-
ical services also are exempt from the air passenger tax regardless
of the type of airport and airway services used.160

Reasons for Change

The Congress believes significant simplification and reduction of
administrative burden will be achieved by eliminating the require-
ments that aerial applicators obtain written consent from the farm
owner for exempt fuel use and by allowing exempt fuel use to ex-
tend to fuel consumed when flying between the farms where chemi-
cals are applied and the airport where the airplane takes off and
lands. In addition, the Congress notes that the purpose of the avia-
tion excise taxes is to generate revenue for the Airport Improve-
ment program, which builds new and retrofits and expands existing
public airports. The Congress believes it is appropriate to extend
the current exemption for helicopters engaged in timber operations
to fixed wing aircraft when such aircraft are not using the Feder-
ally funded airport and airway services.

Explanation of Provision

With regard to the exemption for aerial applicators, written con-
sent from the farm owner or operator is no longer needed for the
aerial applicator to claim exemption for aviation gasoline. The ex-
emption also is expanded to include fuels consumed when flying be-
tween the farms where chemicals are applied and the airport
where the airplane takes off and lands. The present exemption for
helicopters engaged in timber operations is expanded to include
fixed-wing aircraft if such aircraft are not using the Federally fund-
ed airport and airway services.

Effective Date

The provision is effective for fuel use or air transportation after
September 30, 2005.

158 Sec. 4261(a) and 4261(b).
159 Sec. 4261(f).
160 Sec. 4261(g).
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2. Modify the definition of rural airport (sec. 11122 of the
Act and sec. 4261 of the Code)

Present Law

Air passenger transportation is subject to an excise tax equal to
7.5 percent of the amount paid plus $3.20 (in 2005) per domestic
flight segment.161 The $3.20 tax on flight segments does not apply
to a domestic segment beginning or ending at a rural airport.

With respect to any calendar year, a rural airport is an airport
that had fewer than 100,000 passengers departing by air during
the second preceding calendar year for such airport and such air-
port either (1) is not located within 75 miles of a larger airport (one
that had at least 100,000 passengers departing in the second pre-
ceding calendar year), or (2) was receiving essential air service sub-
sidy payments as of August 5, 1997.

Reasons for Change

The Congress notes that the present-law definition of “rural air-
ports” generally encompasses those airports that do not offer poten-
tial customers a viable alternative to a larger airport from which
a ticket would subject the purchaser to the flight segment tax in
addition to the ad valorem tax. The Congress observes that airports
located on islands with no direct access by road from the mainland
also would not offer potential customers a viable alternative to a
larger airport, even if the island airport is within 75 miles of the
larger airport.

Explanation of Provision

The provision expands the definition of qualified rural airport to
include an airport that (1) is not connected by paved roads to an-
other airport and (2) had fewer than 100,000 commercial pas-
sengers departing by air on flight segments of at least 100 miles
during the second preceding calendar year.

Effective Date
The provision is effective on October 1, 2005.

3. Exempt from ticket taxes transportation provided by sea-
planes (sec. 11123 of the Act and secs. 4261 and 4083 of
the Code)

Present Law

Air passenger transportation is subject to an excise tax equal to
7.5 percent of the amount paid plus $3.20 (in 2005) per domestic
flight segment (“air passenger tax”).162 A 6.25-percent tax is im-
posed on amounts paid for transportation of property by air (“air
cargo tax”).163 The air cargo tax applies only to amounts paid to
persons engaged in the business of transporting property by air for
hire. The air passenger tax and air cargo tax do not apply to

161 Sec. 4261(a) and 4261(b).
162 Sec. 4261(a) and 4261(b).
163 Sec. 4271.
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amounts paid for the transportation if furnished on an aircraft hav-
ing a maximum certificated takeoff weight of 6,000 pounds or less
unless the aircraft is operated on an established line.164

Reasons for Change

The Congress observes that seaplanes do not make as full utiliza-
tion of Federal Aviation Administration services as do planes that
offer passenger service out of traditional airports. The Congress,
therefore, believes it is appropriate to exempt such service from the
air transportation excise taxes and instead impose only the fuels
excise taxes.

Explanation of Provision

The provision provides that the air passenger tax and the air
cargo tax do not apply to transportation by a seaplane with respect
to any segment consisting of a takeoff from, and a landing on,
water, but only if the places at which such takeoff and landing
occur have not received and are not receiving financial assistance
from the Airport and Airway Trust Fund. For purposes of the fuel
taxes, transportation by seaplane is treated as noncommercial avia-
tion.

Effective Date

The provision is effective for transportation beginning after Sep-
tember 30, 2005.

4. Exempt certain sightseeing flights from taxes on air
transportation (sec. 11124 of the Act and sec. 4281 of the
Code)

Present Law

Under present law, taxable aviation transportation is subject to
a 7.5-percent excise tax on the price of an airline ticket plus $3.20
(in 2005) per domestic flight segment. An exception to these taxes
is provided for transportation by an aircraft having a maximum
certificated takeoff weight of 6,000 pounds or less except when the
aircraft is operated on an established line. Under the Treasury reg-
ulations to be “operated on an established line” means to be oper-
ated with “some degree of regularity between definite points. The
term implies that the air carrier maintains control over the direc-
tion, routes, time, number of passengers carried, etc.” 165 Treasury
regulations provide that transportation need not be between two
definite points to be taxable: a payment for continuous transpor-
tation beginning and ending at the same point is subject to the
tax.166 The IRS position is that the words “between definite points”
do not require two separate points for purposes of determining

164 Sec. 4281.
165 Treas. Reg. sec. 49.4263-5(c).
166 Treas. Reg. sec. 49.4261-1(c).
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whether an aircraft is operated on an established line. At least one
court has agreed.167

Reasons for Change

The Congress believes it is appropriate to exempt certain sight-
seeing flights from the taxes on air transportation. Examples of
sightseeing flights include flights of short duration that overlook a
glacier, volcano, the Grand Canyon, or other similar attraction and
for which the air tour begins and ends at the same point. By short
duration, the Congress intends that the tour occur within a cal-
endar day, irrespective of intermittent stops to view the attraction.
In addition, all passengers from the initial point of departure must
return with the aircraft at the conclusion of the tour. The Congress
believes that such flights are primarily for entertainment rather
than for transportation from one place to another and so should be
treated as noncommercial aviation.

Explanation of Provision

For purposes of the exemption for small aircraft operated on non-
established lines, an aircraft operated on a flight, the sole purpose
of which is sightseeing, will not be considered as operated on an
established line.

Effective Date

The provision is effective with respect to transportation begin-
ning after September 30, 2005, but does not apply to any amount
paid before such date for such transportation.

D. Taxes Relating to Alcohol

1. Repeal special occupational taxes on producers and mar-
keters of alcoholic beverages (sec. 11125 of the Act and
secs. 5081, 5091, 5111, 5112, 5113, 5117, 5121, 5122, 5123,
5125, 5131, 5132, 5141, 5147, 5148, and 5276 of the Code)

Present Law

Under the law in effect prior to July 1, 2005, special occupational
taxes are imposed on producers and others engaged in the mar-
keting of distilled spirits, wine, and beer. These excise taxes are
imposed as part of a broader Federal tax and regulatory structure
governing the production and marketing of alcoholic beverages. The
special occupational taxes are payable annually, on July 1 of each
year. The tax rates in effect prior to July 1, 2005 are as follows:

Producers: 168
Distilled spirits and wines
(sec. 5O81) 169 . ..ot $1,000 per year, per
premise

167 Lake Mead Air Inc. v. United States, 991 F. Supp. 1209 (D. Nev. 1997) (the court deter-
mined that aircraft flights providing scenic tours of the Grand Canyon were operated on an es-
tablished line).



Brewers (sec. 5091) .....eeeeieiiiiiiiiiiiinns $1,000 per year, per
premise

Wholesale dealers (sec. 5111):

Liquors, wines, or beer ...........ccccceeeunneenn. $500 per year
Retail dealers (sec. 5121):

Liquors, wines, or beer ...........ccccceeeunneeen. $250 per year
Nonbeverage use of distilled spirits

(S€C. B13L) wiovieceeieeeeeeeeee e $500 per year

Industrial use of distilled spirits (sec. 5276) $250 per year

Section 246(a) of the American Jobs Creation Act of 2004 sus-
pends the special occupational tax for the period beginning July 1,
2005 and ending June 30, 2008.170

Every person engaged in a trade or business on which a special
occupational tax is imposed is required to register with the Sec-
retary.17! In addition, every dealer in liquors, wine or beer is re-
quired to keep records of their transactions.172 A dealer is any per-
son who sells, or offers for sale, distilled spirits, wine, or beer.173
A delegate of the Secretary of the Treasury is authorized to inspect
the records of any dealer during business hours.174¢ There are pen-
alties for failing to comply with the recordkeeping requirements.175
There are also registration and regulation requirements for the
nonbeverage use of distilled spirits, and permit and recordkeeping
requirements for the industrial use of distilled spirits.176

The Code limits the persons from whom dealers may purchase
their liquor stock intended for resale. A dealer may only purchase
from:

1. a wholesale dealer in liquors who has paid the special oc-
cupational tax as such dealer to cover the place where such
purchase is made; or

2. a wholesale dealer in liquors who is exempt, at the place
where such purchase is made, from payment of such tax under
any provision of chapter 51 of the Code; or

3. a person who is not required to pay special occupational
tax as a wholesale dealer in liquors.177

Violation of this restriction in punishable by $1,000 fine, impris-
onment of one year, or both.178 A violation also subjects the alcohol
to seizure and forfeiture.179

168 A reduced rate of tax in the amount of $500.00 is imposed on small proprietors (as defined
in the Code) (secs. 5081(b) and 5091(b)).

169 Proprietors of plants producing distilled spirits exclusively for fuel use, with annual pro-
duction not exceeding 10,000 proof gallons, are exempt. Secs. 5081(c) and 5181(c)(4).

170 See sec. 5148.

171 Secs. 5141 and 7011. The registration is of such person’s name or style, place of residence,
trade or business, and the place where such trade or business is to be carried on.

172 Secs. 5114 and 5124.

173 Sec. 5112(a). Such definition includes producers and, in general, proprietors of warehouses.

174 Sec. 5146.

175 Sec. 5603.

176 Secs. 5132 and 5275.

177 Sec. 5117. For example, purchases from a proprietor of a distilled spirits plant at his prin-
cipal business office would be covered under item (2) since such a proprietor is not subject to
the special occupational tax on account of sales at his principal business office (sec. 5113(a)).
Purchases from a State-operated liquor store would be covered under item (3) (sec. 5113(b)).

178 Sec. 5687.

179 Sec. 7302.
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Reasons for Change

The special occupational tax is not a tax on alcoholic products
but rather operates as a license fee on businesses. The Congress
believes that this tax places an unfair burden on business owners.
However, the Congress recognizes that the registration and record-
keeping requirements applicable to wholesalers and retailers en-
gaged in such businesses are necessary enforcement tools to ensure
the protection of the revenue arising from the excise taxes on these
products. Thus, the Congress believes it appropriate to repeal the
tax, while retaining present-law recordkeeping requirements.

Explanation of Provision

The provision repeals the special occupational taxes on producers
and marketers of alcoholic beverages and on the nonbeverage or in-
dustrial use of distilled spirits. The registration, recordkeeping and
inspection rules applicable to wholesale and retail dealers are re-
tained.180 For purposes of the recordkeeping requirements for
wholesale and retail liquor dealers, the Act provides a rebuttable
presumption that a person who sells, or offers for sale, distilled
spirits, wine, or beer, in quantities of 20 wine gallons or more to
the same person at the same time is engaged in the business of a
wholesale dealer in liquors or a wholesale dealer in beer. In addi-
tion, the Act retains the present-law rules that make it unlawful
for any liquor dealer to purchase distilled spirits for resale from
any person other than a wholesale liquor dealer subject to the rec-
ordkeeping requirements, or a proprietor of a distilled spirits plant
subject to recordkeeping requirements.181 Existing general criminal
penalties relating to records and reports apply to wholesalers and
retailers who fail to comply with these requirements.

Effective Date

The provision is effective on July 1, 2008. The provision does not
affect liability for taxes imposed with respect to periods before July
1, 2008.

2. Provide an income tax credit for cost of carrying tax-paid
distilled spirits in wholesale inventories and in control
State bailment warehouses (sec. 11126 of the Act and
new sec. 5011 of the Code)

Present Law

As is true of most major Federal excise taxes, the excise tax on
distilled spirits is imposed at a point in the chain of distribution
before the product reaches the retail (consumer) level. The excise
tax on distilled spirits produced in the United States is imposed
when the distilled spirits are removed from the distilled spirits
plant where they are produced. Distilled spirits that are bottled be-

180 The provision also retains the present-law registration and regulation requirements for the
nonbeverage use of distilled spirits, and the permit and recordkeeping requirements for the in-
dustrial use of distilled spirits.

181 Proprietors of distilled spirits plants remain subject to present law recordkeeping require-
ments under section 5207. Under present law, a limited retail dealer in liquors (such as a chari-
table organization selling liquor at a picnic) may lawfully purchase distilled spirits for resale
from a retail dealer in distilled spirits. The provision retains this rule.
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fore importation into the United States are taxed on removal from
the first U.S. customs bonded warehouse to which they are landed
(including a warehouse located in a foreign trade zone). Distilled
spirits imported in bulk containers for bottling in the United States
may be transferred to a domestic distilled spirits plant without
payment of tax; subsequently, these distilled spirits are taxed in
the same way as domestically produced distilled spirits.

No tax credits are allowed under present law for business costs
associated with having tax-paid products in inventory. Rather, ex-
cise tax that is included in the purchase price of a product is treat-
ed the same as the other components of the product cost, i.e., de-
ductible as a cost of goods sold.

Reasons for Change

Under current law, wholesale importers of distilled spirits are
not required to pay the Federal excise tax on imported spirits until
after the product is removed from a bonded warehouse for sale to
a retailer. In contrast, the tax on domestically produced spirits is
included as part of the purchase price and passed on from the sup-
plier to wholesaler. It is the Congress’s understanding that in some
instances, wholesalers can carry this tax-paid inventory for an av-
erage of 60 days before selling it to a retailer. The Congress be-
lieves it is appropriate to provide an income tax credit to approxi-
mate the interest charge—more commonly referred to as float—
that results from carrying tax-paid distilled spirits in inventory.

Explanation of Provision

The provision creates a new income tax credit for eligible whole-
salers, distillers, and importers, of distilled spirits. The credit is in
addition to present-law rules allowing tax included in inventory
costs to be deducted as a cost of goods sold, and is treated as part
of the general business credits.

The credit is calculated by multiplying the number of cases of
bottled distilled spirits by the average tax-financing cost per case
for the most recent calendar year ending before the beginning of
such taxable year. A case is 12 80-proof 750-milliliter bottles. The
average tax-financing cost per case is the amount of interest that
would accrue at corporate overpayment rates during an assumed
60-day holding period on an assumed tax rate of $25.68 per case
of 12 80-proof 750-milliliter bottles.

The wholesaler credit only applies to domestically bottled dis-
tilled spirits 182 purchased directly from the bottler of such spirits.
An eligible wholesaler is any person that holds a permit under the
Federal Alcohol Administration Act as a wholesaler of distilled
spirits that is not a State, or agency or political subdivision thereof.

For distillers and importers that are not eligible wholesalers, the
credit is limited to bottled inventory in a warehouse owned and op-
erated by, or on behalf of, a State or political subdivision thereof,
when title to such inventory has not passed unconditionally. The
credit for distillers and importers applies to distilled spirits bottled
both domestically and abroad.

182 Distilled spirits that are imported in bulk and then bottled domestically qualify as domesti-
cally bottled distilled spirits.
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Effective Date

The provision is effective for taxable years beginning after Sep-
tember 30, 2005.

3. Quarterly excise tax filing for small alcohol excise tax-
payers (sec. 11127 of the Act and sec. 5061 of the Code)

Present Law

In general, excise taxes on distilled spirits, wines, and beers are
collected on the basis of returns filed in accordance with rules pre-
scribed by the Secretary of the Treasury.183 In the case of distilled
spirits, beer, and wine withdrawn under bond for deferred payment
of tax (“deferred payment bond”), domestic producers are generally
required to pay alcohol excise taxes within 14 days after the last
day of the semi-monthly period during which the article is with-
drawn.184 In the case of distilled spirits, wines, and beer which are
imported into the United States (other than in bulk containers),
the importer is generally required to pay alcohol excise taxes with-
in 14 days after the last day of the semi-monthly period during
which the article is entered into the customs territory of the United
States.185 In the case of imported articles entered for warehousing,
the taxes are generally due within 14 days after the last day of the
semi-monthly period during which the article is removed from the
first such warehouse.186 Treasury regulations also permit certain
very small wine producers to file and pay on an annual basis.187

Special rules apply to accelerate payments made with respect to
taxes allocable to the second half of the month of September.188

Reasons for Change

The Congress believes that the payment of alcohol excise taxes
and filing of the related tax returns on a semi-monthly basis are
a heavy burden for small businesses engaged in the production and
importation of distilled spirits, wines and beers. The Congress
wishes to lighten the paperwork load on these taxpayers by permit-
ting filing and payment on a quarterly basis.

Explanation of Provision

Under the provision, domestic producers and importers of dis-
tilled spirits, wine, and beer with excise tax liability of $50,000 or
less attributable to such articles in the preceding calendar year
may file returns and pay taxes within 14 days after the end of the
calendar quarter instead of semi-monthly. In order to qualify, the
taxpayer’s liability for such taxes during the immediately preceding
year must have been $50,000 or less, and, as of the beginning of
the current calendar year, the taxpayer must reasonably expect to

183 Sec. 5061(a).

184 Sec. 5061(d)(1).

185 Sec. 5061(d)(2)(A).

186 Sec. 5061(d)(2)(B).

187 Annual filing and payment is permitted to a wine producer who has not given a deferred
payment bond, and who either paid wine excise taxes in an amount less than $1,000 during
the previous calendar year or is a proprietor of a new bonded wine premise and expects to pay
less than $1,000 in wine excise taxes before the end of the calendar year. 27 CFR sec. 24.273(a).

188 Sec. 5061(d)(4).
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pay less than $50,000 in such taxes for that year. The provision
does not apply to a taxpayer for any portion of the calendar year
following the first date on which the aggregate amount of tax due
for that year exceeds the $50,000 threshold.

The special rules accelerating payments for taxes allocable to the
second half of September do not apply to quarterly filers under the
provision.

The quarterly filing and payment applies only to withdrawals, re-
movals, and entries (and articles brought into the United States
from Puerto Rico) under deferred payment bonds. Transactions
that are not made under deferred payment bonds do not qualify for
quarterly filing and payment, but do count toward determining
whether the $50,000 threshold has been reached. However, very
small wine producers who have not given deferred payment bonds
may still file and pay on an annual basis as under present law.

Effective Date

The provision is effective for quarterly periods beginning on and
after January 1, 2006.

E. Sport Excise Taxes

1. Custom gunsmiths (sec. 11131 of the Act and sec. 4182 of
the Code)

Present Law

The Code imposes an excise tax upon the sale by the manufac-
turer, producer or importer of certain firearms and ammunition.189
Pistols and revolvers are taxable at 10 percent. Firearms (other
than pistols and revolvers), shells, and cartridges are taxable at 11
percent. The excise tax for firearms imposed on manufacturers,
producers, and importers does not apply to machine guns and short
barreled firearms. Sales to the Defense Department of firearms,
pistols, revolvers, shells and cartridges also are exempt from the
tax.

Reasons for Change

Many custom gunsmiths do not actually make new guns, rather
they remodel or refurbish existing firearms. The provision estab-
lishes an exemption from the excise tax for manufacturers of fewer
than 50 firearms per year. The Congress believes two objectives are
accomplished under the provisions. First, this provision eliminates
the imposition of the excise tax on custom gunmakers, and second,
it eliminates an administrative burden placed on small businesses.

Explanation of Provision

The provision exempts from the firearms excise tax firearms, pis-
tols, and revolvers manufactured, produced, or imported by a per-
son who manufactures, produces, and imports less than 50 of such
articles during the calendar year. Controlled groups are treated as
a single person for determining the 50-article limit.

189 Sec. 4181.
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Effective Date

The provision is effective for articles sold by the manufacturer,
producer, or importer after September 30, 2005. No inference is in-
tended from the prospective effective date of this provision as to
the proper treatment of pre-effective date sales.



III. MISCELLANEOUS PROVISIONS

A. Motor Fuel Tax Enforcement Advisory Commission (sec.
11141 of the Act)

Present Law

Present law does not require that there be an advisory commis-
sion on motor tax fuel enforcement.

Reasons for Change

The Congress believes that motor fuel tax administration can be
improved through the cooperation and shared experiences of the
various stakeholders in motor fuel tax enforcement. Therefore, the
Congress believes it appropriate to create an advisory commission
for motor fuel tax enforcement consisting of both Government and
private sector members.

Explanation of Provision

The provision establishes a “Motor Fuel Tax Enforcement Advi-
sory Commission” (the “Commission”). The purpose of the Commis-
sion is to: (1) review motor fuel revenue collections, historical and
current; (2) review the progress of investigations with respect to
motor fuel taxes; (3) develop and review legislative proposals with
respect to motor fuel taxes; (4) monitor the progress of administra-
tive regulation projects relating to motor fuel taxes; (5) review the
results Federal and State agency cooperative efforts regarding
motor fuel taxes; and (6) review the results of Federal interagency
cooperative efforts regarding motor fuel taxes. The Commission
also is to evaluate and make recommendations regarding: (1) the
effectiveness of existing Federal enforcement programs regarding
motor fuel taxes; (2) enforcement personnel allocation; and (3) pro-
posals for regulatory projects, legislation, and funding.

The Commission is to be composed of the following:

e At least one representative from each of the following Fed-
eral entities: the Department of Homeland Security, the De-
partment of Transportation—Office of Inspector General, the
Federal Highway Administration, the Department of Defense,
and the Department of Justice;

e At least one representative from the Federation of State
Tax Administrators;

e At least one representative from any State Department of
Transportation;

e Two representatives from the highway construction indus-
try;

e Six representatives from industries relating to fuel dis-
tribution: refiners (two representatives), distributors (one rep-
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resentative), pipelines (one representative), terminal operators
(two representatives);

e One representative from the retail fuel industry; and

e Two representatives each from the staff of the Senate
Committee on Finance and the House Committee on Ways and
Means.

Members of the Commission are to be appointed by the Chair-
men and Ranking Members of the Senate Committee on Finance
and the House Committee on Ways and Means. Representatives
from the Department of Treasury and the IRS shall be available
to consult with the Commission upon request.

The Commission may secure directly from any department or
agency of the United States, information (other than information
required by law to be kept confidential by such department or
agency) necessary for the Commission to carry out its duties. Upon
request of the Commission, the head of that department or agency
shall furnish such nonconfidential information to the Commission.
The Commission also shall gather evidence through such means as
it may deem appropriate, including through holding hearings and
soliciting comments by means of Federal register notices.

The Commission is to terminate after September 30, 2009.

Effective Date

The provision is effective on the date of enactment (August 10,
2005).

B. National Surface Transportation Infrastructure
Financing Commission (sec. 11142 of the Act)

Present Law

Present law does not provide for any advisory commissions re-
lated Federal highway or mass transit funding.

Reasons for Change

The Congress observes that, as the fuel economy of the nation’s
vehicular fleet improves, receipts flowing to the Highway Trust
Fund will not grow commensurately with highway use. At the same
time, the Congress recognizes that the nation’s need for transpor-
tation infrastructure improvements is great. The Congress believes
now is the time to engage in a review of the nation’s long-term
transportation infrastructure needs and a thoughtful reassessment
of how to finance those needs.

Explanation of Provision

The provision establishes a “National Surface Transportation In-
frastructure Financing Commission” (the “Financing Commission”).
The Financing Commission is to be composed of 15 members drawn
from among individuals knowledgeable in the fields of public trans-
portation finance or highway and transit programs, policy, and
needs. Financing Commission members may include representa-
tives of State and local governments or other public transportation
agencies, representatives of the transportation construction indus-
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try, providers of transportation, persons knowledgeable in finance,
and users of highway and transit systems.

The Financing Commission will make an investigation and study
of revenues flowing into the Highway Trust Fund under present
law. The Financing Commission will consider whether the amount
of such revenues is likely to increase, decline or remain unchanged
absent changes in the law. The Financing Commission will consider
alternative approaches to generating revenues for the Highway
Trust Fund, and the level of revenues that such alternatives would
yield. The Financing Commission will consider highway and transit
needs and whether additional revenues into the Highway Trust
Fund, or other Federal revenues dedicated to highway and transit
infrastructure, would be required in order to meet such needs.

The Commission also must consider a program that would ex-
empt all or a portion of gasoline or other motor fuels used in a
State from the Federal excise tax on such gasoline or other motor
fuels if such State elects not to receive all or a portion of Federal
transportation funding, including: (1) whether such State should be
required to increase State gasoline or other motor fuels taxes by
the amount of the decrease in the Federal excise tax on such gaso-
line or other motor fuels; (2) whether any Federal transportation
funding should not be reduced or eliminated for States partici-
pating in such program; (3) whether there are any compliance
problems related to enforcement of Federal transportation-related
excise taxes; and (4) study such other matters closely related to the
subjects described in the preceding subparagraphs as it may deem
appropriate.

The Financing Commission will develop a final report, with rec-
ommendations and the bases for those recommendations. The Fi-
nancing Commission’s recommendations will address: (1) what lev-
els of revenue are required by the Highway Trust Fund in order
for it to meet needs to maintain and improve the condition and per-
formance of the nation’s highway and transit systems; (2) what lev-
els of revenue are required by the Highway Trust Fund in order
to ensure that Federal levels of investment in highways and transit
do not decline in real terms; and (3) the extent, if any, to which
the Highway Trust Fund should be augmented by other mecha-
nisms or funds as a Federal means of financing highway and tran-
sit infrastructure investments.

The Financing Commission will submit its report and rec-
ommendations within two years of the date of its first meeting to
the Secretary of Transportation, the Secretary of the Treasury, the
House Committee on Ways and Means, Senate Committee on Fi-
nance, the House Committee on Transportation and Infrastructure,
the Senate Committee on Environment and Public Works, and Sen-
ate Committee on Banking, Housing, and Urban Affairs.

Effective Date

The provision is effective on the date of enactment (August 10,
2005).
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C. Tax-Exempt Financing of Highway Projects and Rail-
Truck Transfer Facilities (sec. 11143 of the Act and sec.
142 of the Code)

Present law
Tax-exempt bonds

In general

Interest on bonds issued by State and local governments gen-
erally is excluded from gross income for Federal income tax pur-
poses if the proceeds of the bonds are used to finance direct activi-
ties of these governmental units or if the bonds are repaid with
revenues of the governmental units. Interest on State or local
bonds to finance activities of private persons (“private activity
bonds”) is taxable unless a specific exception is contained in the
Code (or in a non-Code provision of a revenue Act). The term “pri-
vate person” generally includes the Federal government and all
other individuals and entities other than States or local govern-
ments.

Qualified private activity bonds

Private activity bonds are eligible for tax-exemption if issued for
certain purposes permitted by the Code (“qualified private activity
bonds”). The definition of a qualified private activity bond includes
an exempt facility bond, or qualified mortgage, veterans’ mortgage,
small issue, redevelopment, 501(c)(3), or student loan bond.1°0 The
definition of exempt facility bond includes bonds issued to finance
certain transportation facilities (airports, ports, mass commuting,
and high-speed intercity rail facilities); low-income residential rent-
al property; privately owned and/or operated utility facilities (sew-
age, water, solid waste disposal, and local district heating and cool-
ing facilities, certain private electric and gas facilities, and hydro-
electric dam enhancements); public/private educational facilities;
and, qualified green building/sustainable design projects.191

Issuance of most qualified private activity bonds is subject (in
whole or in part) to annual State volume limitations.192 Exceptions
are provided for bonds for certain governmentally owned facilities
(airports, ports, high-speed intercity rail, and solid waste disposal)
and bonds which are subject to separate local, State, or national
volume limits (public/private educational facilities, enterprise zone
facility bonds, and qualified green building/sustainable design
projects).

Explanation of Provision

The provision establishes a new category of exempt facility bonds
to finance qualified highway or surface freight transfer facilities
(“qualified highway or surface freight transfer facility bonds”). A
qualified highway facility or surface freight transfer facility is any
surface transportation or international bridge or tunnel project (for
which an international entity authorized under Federal or State

190 Sec. 141(e).
191 Sec. 142(a).
192 Sec. 146.
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law is responsible) which receives Federal assistance under title 23
of the United States Code or any facility for the transfer of freight
from truck to rail or rail to truck which receives Federal assistance
under title 23 or title 49 of the United States Code.

Under the provision, qualified highway or surface freight transfer
facility bonds are not subject to the State volume limitations. Rath-
er, the Secretary of Transportation is authorized to allocate a total
of $15 billion of issuance authority to qualified highway or surface
freight transfer facilities in such manner as the Secretary deter-
mines appropriate. Bonds are not treated as qualified highway or
surface freight transfer facility bonds if the aggregate amount of
bonds issued with respect to qualified facilities exceeds the amount
of issuance authority allocated to such facilities by the Secretary of
Transportation. The aggregate limitation on bonds that may be
issued does not apply to the “current refunding” of qualified high-
way or surface freight transfer facility bonds. Bonds are treated as
a current refunding for this purpose if: (1) the average maturity
date of the refunding bond is not later than the average maturity
date of the refunded bonds; (2) the amount of the refunding bond
does not exceed the outstanding amount of the refunded bond, and
(3) the refunded bond is redeemed not later than 90 days after the
date of the issuance of the refunding bond.

Under the provision, the proceeds of qualified highway or surface
freight transfer facility bonds must be spent on qualified projects
within five years from the date of issuance of such bonds. Proceeds
that remain unspent after five years must be used to redeem out-
standing bonds. The provision authorizes the Secretary of the
Treasury (or his delegate) to extend the five-year period if the
issuer establishes that the need for the extension is appropriate
and due to circumstances not within the control of the issuer.

Finally, the provision is not intended to expand the scope of any
Federal requirement beyond its application under present law and
does not broaden the application of any Federal requirement under
present law in Title 49.

Effective Date

The provision applies to bonds issued after the date of enactment
(August 10, 2005).

D. Treasury Study of Highway Fuels Used by Trucks for
Non-Transportation Purposes (sec. 11144 of the Act)

Present Law

Present law does not provide for a study of fuel use by trucks.

Explanation of Provision

The provision directs the Secretary of the Treasury to study the
use by trucks of highway motor fuel that is not used for the propul-
sion of the vehicle, both in the case of vehicles carrying equipment
that is unrelated to the transportation function of the vehicle and
in the case where non-transportation equipment is run by a sepa-
rate motor. In addition, the Secretary is to estimate the amount of
fuel consumed and pollutants emitted by trucks due to the long-
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term idling of diesel engines, and report on the cost of reducing
long-term idling through various technologies. The Secretary is to
propose implementing exemptions from tax for fuel used in non-
transportation uses, but only if the Secretary determines such ex-
emptions are administratively feasible, for the following: (1) mobile
machinery whose nonpropulsive fuel use exceeds 50 percent and (2)
any highway vehicle that consumes fuel for both transportation-
and non-transportation-related equipment, using a single motor.
With respect to item (2), it is intended that the Secretary take into
consideration such factors as whether the fuel use for non-transpor-
tation equipment by the vehicle operator is significant both relative
to transportation-related fuel consumption of the vehicle and rel-
ative to the vehicle operator’s business. There may be significant
non-transportation use of taxed fuel even if such use is small rel-
ative to the vehicle’s transportation use, if the vehicle is used ex-
tensively. Also with respect to item (2), it is intended that the Sec-
retary take into account variations in fuel use among the different
types of vehicles, such as concrete mixers, refuse collection vehicles,
tow trucks, mobile drills, and other vehicles that the Secretary
identifies.

Not later than January 1, 2007, the Secretary of the Treasury is
to report the findings of the study to the Senate Committee on Fi-
nance and the House Committee on Ways and Means.

Effective Date

The provision is effective on the date of enactment (August 10,
2005).

E. Diesel Fuel Tax Evasion Report (sec. 11145 of the Act)

Present Law

An excise tax is imposed upon (1) the removal of any taxable fuel
from a refinery or terminal, (2) the entry of any taxable fuel into
the United States, or (3) the sale of any taxable fuel to any person
who is not registered with the IRS to receive untaxed fuel, unless
there was a prior taxable removal or entry.1°3 The tax does not
apply to any removal or entry of taxable fuel transferred in bulk
by pipeline or vessel to a terminal or refinery if the person remov-
ing or entering the taxable fuel, the operator of such pipeline or
vessel, and the operator of such terminal or refinery are registered
with the Secretary.194

Diesel fuel and kerosene that is to be used for a nontaxable pur-
pose will not be taxed upon removal from the terminal if it is dyed
to indicate its nontaxable purpose.l®> In addition to requirement
that fuel be dyed, the Secretary has the authority to prescribe
marking requirements for diesel fuel and kerosene destined for a
nontaxable use.196 The Secretary has not prescribed any marking
requirements.

193 Sec. 4081(a)(1).

194 Sec. 4081(a)(1)(B).

195 Sec. 4082(a)(1) and (2).
196 Sec. 4082(a)(3).
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Explanation of Provision

The provision requires the Commissioner of the IRS to report on
the availability of new technologies that can be employed to en-
hance the collections of the excise tax on diesel fuel and the plans
of the IRS to employ such technologies. The report is to cover the
availability of forensic or chemical molecular markers, in addition
to other technologies, to enhance collections of the excise tax on
diesel fuel and the plans of the Internal Revenue Service to employ
such technologies. The report must also cover the design of three
tests: (1) the design of a test to place forensic or chemical molecular
markers in any excluded liquid as that term is defined in Treasury
regulations; (2) the design of a test, in consultation with the De-
partment of Defense, to place forensic or chemical molecular mark-
ers in all nonstrategic bulk fuel deliveries of diesel fuel to the mili-
tary, and (3) the design of a test to place forensic or chemical mo-
lecular markers in all diesel fuel bound for export utilizing the Gulf
of Mexico.

The report is to be submitted within 360 days from the date of
enactment to the Senate Committees on Finance and Environment
and Public Works, and the House Committees on Ways and Means
and Transportation and Infrastructure.

Effective Date

The provision is effective on the date of enactment (August 10,
2005).

F. Tax Treatment of State Ownership of Railroad Real Es-
tate Investment Trust (sec. 11146 of the Act and secs. 103,
115, 336, and 337 of the Code)

Present Law

A real estate investment trust (“REIT”) is an electing entity that
is engaged primarily in passive real estate activities (as specifically
defined) and that, among other requirements, must have at least
100 shareholders. If a qualified entity elects REIT status, it can
pay little or no corporate level tax, since a REIT is allowed a de-
duction for amounts distributed to its shareholders and is required
to distribute at least 90 percent of its income to shareholders annu-
ally.

If an entity does not qualify to be treated as a REIT, it would
generally be treated as a regular corporation subject to corporate
level tax on its income under subchapter C and section 11 of the
Code. Such a corporation can elect to be taxed as a partnership or
disregarded entity under Treasury regulations. However, if it made
such an election, the corporation would be treated as if it had lig-
uidated and distributed its assets to shareholders, generally result-
ing in corporate-level tax on the excess of the fair market value
over the basis of corporate assets.197 A corporation that itself be-

197 Sec. 336. An exception to this gain recognition applies to certain liquidations into a cor-
poration that owns 80 percent of the liquidating entity and that is not itself tax-exempt. Sec.
337.
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comes a tax-exempt entity also must pay corporate tax on the ex-
cess of the fair market value over the basis of its assets.198

A State or local government is not subject to Federal income tax
on income that accrues to the State or any political subdivision
thereof and that is derived from any public utility or the exercise
of any activity that is an essential governmental function.199

Interest on State and local bonds is excluded from gross income,
with certain exceptions.200 State and local bonds can be classified
by the type of entity using the proceeds as either governmental or
private activity bonds. In general, bonds are governmental bonds if
the proceeds of the bonds are used to finance direct activities of
governmental entities or if the bonds are repaid with revenues of
governmental entities. Private activity bonds are bonds with re-
spect to which a State or local government serves as a conduit pro-
viding financing to private businesses or individuals. The exclusion
from income for State and local bonds does not apply to private ac-
tivity bonds unless the bonds are issued for certain purposes per-
mitted by the Code. In addition, both governmental and private ac-
tivity bonds must satisfy applicable rules provided for in the Code
as a condition of tax exemption.201

Explanation of Provision

Under the provision, the income of a qualified corporation that
is derived from its railroad transportation and economic develop-
ment activities, that constitute substantially all of its activities (as
described below), is treated as accruing to the State for purposes
of section 115, to the extent such activities are of a type which are
an essential governmental function under section 115 of present
law. For purposes of the provision, a qualified corporation is a cor-
poration which is a REIT on the date of enactment (August 10,
2005) and which is a non-operating Class III railroad that becomes
100 percent owned by a State after December 31, 2003 and before
December 31, 2006. Moreover, substantially all activities of the cor-
poration must consist of the ownership, leasing, and operation by
such corporation of facilities, equipment, and other property used
by the corporation or other persons for railroad transportation and
for economic development for the benefit of the State and its citi-
zens.

Under the provision, no gain or loss shall be recognized from the
deemed conversion of such a REIT to such a qualified corporation
and no change in the basis of the property of the entity shall occur.

Also, any obligation issued by a qualified corporation described
above is treated as an obligation of a State for purposes of applying
the tax exempt bond provisions if 95 percent of the net proceeds
of such obligation are to be used to provide for the acquisition, con-
struction, or improvement of railroad transportation infrastructure
(including railroad terminal facilities). In addition, such an obliga-
tion shall not be treated as a private activity bond solely by reason
of the ownership or use of such railroad transportation infrastruc-
ture by the corporation. All other present-law provisions relating to

198 Treas. Reg. sec. 1.337(d)—4(a)(2).
199 Sec. 115.

200 Sec. 103.

201 Secs. 141-150.
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tax exempt bonds continue to apply to and govern bonds issued by
the corporation. For example, the use by a private business of rail-
road property financed with the proceeds of bonds issued by a
qualified corporation may cause such bonds to be taxable private
activity bonds.

Effective Date

The provision applies on and after the date a State becomes the
owner of all the outstanding stock of a qualified corporation
through action of such corporation’s board of directors, provided
that the State becomes the owner of all the voting stock of the cor-
poration on or before December 31, 2003 and becomes the owner
of all the outstanding stock of the corporation on or before Decem-
ber 31, 2006.

G. Leaking Underground Storage Tank Trust Fund (sec.
11147 of the Act)

Present Law

Leaking Underground Storage Tank Trust Fund

The Code imposes an excise tax, generally at a rate of 0.1 cents
per gallon, on gasoline, diesel, kerosene, and special motor fuels
(other than liquefied petroleum gas and liquefied natural gas).202
The taxes are deposited in the Leaking Underground Storage Tank
(“LUST”) Trust Fund.

Amounts in the LUST Trust Fund are available, subject to ap-
propriation, only for purposes of making expenditures to carry out
section 9003(h) of the Solid Waste Disposal Act as in effect on the
date of enactment of the Superfund Amendments and Reauthoriza-
tion Act of 1986.203

Highway Trust Fund

The Highway Trust Fund provisions of the Code contain a special
enforcement provision to prevent expenditure of Highway Trust
Fund monies for purposes not authorized in section 9503 or a rev-
enue Act.20¢ If such unapproved expenditures occur, no further ex-
cise tax receipts will be transferred to the Highway Trust Fund.
Rather, the taxes will continue to be imposed with receipts being
retained in the General Fund. This enforcement provision provides
specifically that it applies not only to unauthorized expenditures
under the current Code provisions, but also to expenditures pursu-
ant to future legislation that does not amend section 9503’s expend-
iture authorization provisions or otherwise authorize the expendi-
ture as part of a revenue Act.

202For qualified methanol and ethanol fuel the rate is 0.05 cents per gallon (sec.
4041(b)(2)(A)(ii). Qualified methanol or ethanol fuel is any liquid at least 85 percent of which
consists of methanol, ethanol or other alcohol produced from coal (including peat) (sec.
4041(b)(2)(B)).

203 Sec. 9508(c). The expenditures purposes of the LUST Trust Fund as set forth in the Code
were subsequently amended by Division A, section 210 of the Tax Relief and Health Care Act
of 2006, Pub. L. No. 109-432, described in Part Fourteen.

204 Sec. 9503(b)(6).
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Explanation of Provision

The provision adds to the Code’s LUST Trust Fund provisions a
special enforcement provision similar to that applicable to the
Highway Trust Fund to prevent expenditure of LUST Trust Fund
monies for purposes not authorized by the Code or in a revenue

Act.
Effective Date

The provision is effective on the date of enactment (August 10,
2005).



IV. PREVENTING FUEL FRAUD

A. Treatment of Kerosene for Use in Aviation (sec. 11161 of
the Act and secs. 4041, 4081, 4082, 6427, 9502, and 9503 of
the Code)

Present Law

In general, aviation-grade kerosene is taxed at a rate of 21.8
cents per gallon upon removal of such fuel from a refinery or ter-
minal (or entry into the United States) and on the sale of such fuel
to any unregistered person unless there was a prior taxable re-
moval or entry of such fuel.205 Aviation-grade kerosene may be re-
moved at a reduced rate, either 4.3 or zero cents per gallon, if the
aviation fuel is removed directly into the fuel tank of an aircraft
for use in commercial aviation 296 or for a use that is exempt from
the tax imposed by section 4041(c) (other than by reason of a prior
imposition of tax),207 or is removed or entered as part of an exempt
bulk transfer.208 These taxes are credited to the Airport and Air-
way Trust Fund.209 If taxed aviation-grade kerosene is used for a
nontaxable use, a claim for credit or refund may be made.21°© Such
claims are paid from the Airport and Airway Trust Fund to the
general fund of the Treasury.211 All other removals and entries of
kerosene used for surface transportation are taxed at the diesel tax
rate of 24.3 cents per gallon,212 and these taxes are credited to the
Highway Trust Fund.213 If aviation-grade kerosene is taxed upon
removal or entry but fraudulently diverted for surface transpor-
tation, the taxes remain in the Airport and Airway Trust Fund,
?nc} the Highway Trust Fund is not credited for the taxes on such
uel.

205 Sec. 4081(a)(2)(A)(iv). An additional 0.1 cent is imposed on aviation-grade kerosene and
credited to the Leaking Underground Storage Tank (“LUST”) Trust Fund (sec. 4081(a)(2)(B)).

206 Sec. 4081(a)(2)(C).

207 Sec. 4082(e). Exempt uses include use in commercial aviation as supplies for vessels or air-
craft, which includes use by certain foreign air carriers and for the international flights of do-
mestic carriers, secs. 4082(e), 6427(1)(2), and 4221(d)(3).

208 Sec. 4081(a)(1)(B).

209 Sec. 9502(b)(1)(C).

210 Sec. 6427(1)(1) and 6427(1)(4). Nontaxable uses include: (1) use other than as fuel in an air-
craft (such as use in heating oil); (2) use on a farm for farming purposes; (3) use in a military
aircraft owned by the United States or a foreign country; (4) use in a domestic air carrier en-
gaged in foreign trade or trade between the United States and any of its possessions; (5) use
in a foreign air carrier engaged in foreign trade or trade between the United States and any
of its possessions (but only if the foreign carrier’s country of registration provides similar privi-
leges to United States carriers); (6) exclusive use of a State or local government; (7) sales for
export, or shipment to a United States possession; (8) exclusive use by a nonprofit educational
organization; (9) use by an aircraft museum exclusively for the procurement, care, or exhibition
of aircraft of the type used for combat or transport in World War II, and (10) use as a fuel in
a helicopter or a fixed-wing aircraft for purposes of providing transportation with respect to
which certain requirements are met. Secs. 4041(f)(2), 4041(g), 4041(h), 4041(1), and
6427(1)(2)(B)().

211 Sec. 9502(d)(2).

212 Sec. 4081(a)(2)(iil).

213 Sec. 9503(b)(1)(D).
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A special rule of present law addresses whether a removal from
a refueler truck, tanker, or tank wagon may be treated as a re-
moval from a terminal for purposes of determining whether avia-
tion-grade kerosene is removed directly into the wing of an aircraft
for use in commercial aviation, and so eligible for the 4.3 cents per
gallon rate.214 For the special rule to apply, a qualifying truck,
tanker, or tank wagon must be loaded with aviation-grade kerosene
from a terminal: (1) that is located within a secured area of an air-
port, and (2) from which no vehicle licensed for highway use is
loaded with aviation fuel, except in exigent circumstances identi-
fied by the Secretary in regulations. In order to qualify for the spe-
cial rule, a refueler truck, tanker, or tank wagon must: (1) be load-
ed with fuel for delivery only into aircraft at the airport where the
terminal is located; (2) have storage tanks, hose, and coupling
equipment designed and used for the purposes of fueling aircraft;
(3) not be registered for highway use; and (4) be operated by the
terminal operator (who operates the terminal rack from which the
fuel is unloaded) or by a person that makes a daily accounting to
such terminal operator of each delivery of fuel from such truck,
tanker, or tank wagon.

Explanation of Provision

The provision imposes the kerosene tax rate of 24.3 cents per gal-
lon upon the entry or removal of aviation-grade kerosene and on
the sale of such fuel to any unregistered person unless there was
a prior taxable removal or entry of the fuel. The present law re-
duced rates for removals of aviation-grade kerosene directly into
the fuel tank of an aircraft apply,215 except that in addition, under
the provision, if kerosene is removed directly into the fuel tank of
an aircraft for use in aviation other than commercial aviation, the
rate of tax is 21.8 cents per gallon. In addition, the rate of tax is
21.8 cents per gallon if the kerosene is removed from refueler
trucks, tankers, and tank wagons that are loaded with fuel from
a terminal that is located in an airport, without regard to whether
the terminal is located in a secured area of the airport, as long as
all the other requirements of the present law special rule related
to such trucks, tankers, and wagons are met. The rate of tax upon
removal of kerosene is zero if the removal is from a refueler truck,
tanker, or tank wagon that meets all of the requirements of
present law, including the security requirement, the kerosene is de-
livered directly into the fuel tank of an aircraft, and the kerosene
is exempt from the tax imposed by section 4041(c) (other than by
prior imposition of tax).

The provision provides that amounts may be claimed as credits
or refunds for kerosene that is taxed at the 24.3 cents per gallon
rate and used for aviation purposes. If kerosene is used for non-

214 Sec. 4081(a)(3).

215 For example, for kerosene removed directly into the fuel tank of an aircraft for use in com-
mercial aviation by a person registered for such use, the rate of tax is 4.3 cents per gallon. Ker-
osene removed directly into the fuel tank of an aircraft for an exempt use is not taxed. For pur-
poses of these reduced rates, it is intended that the following airports be included on the Sec-
retary’s list of airports that include a secured area in which a terminal is located. The airports
are listed by airport name, and the terminal with respect to the airport is identified by terminal
control number: Los Angeles International Airport (T-95-CA-4812) and Federal Express Cor-
poration Memphis Airport (T-62-TN-2220).
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commercial aviation, the amount is 2.5 cents; if kerosene is used
for commercial aviation, the amount is 20 cents; if kerosene is used
for a use that is exempt from tax (as determined under present
law), the amount is 24.3 cents. Present law rules with respect to
claims apply, except for claims with respect to kerosene used in
noncommercial aviation, which may be claimed by the ultimate
vendor only.216 To be eligible to receive a payment, a vendor must
be registered and must show either that the price of the fuel did
not include the tax and the tax was not collected from the pur-
chaser, the amount of tax was repaid to the ultimate purchaser, or
the written consent of the purchaser to the making of the claim
was filed with the Secretary.

Under the provision, all taxes collected at the 24.3 cents per gal-
lon rate (under section 4081) initially are credited to the Highway
Trust Fund. The provision requires the Secretary to transfer
monthly from the Highway Trust Fund to the Airport and Airway
Trust Fund amounts equivalent to 21.8 cents per gallon for claims
made with respect to kerosene used for noncommercial aviation
purposes, 4.3 cents per gallon for claims made with respect to ker-
osene used for commercial aviation purposes, and the amounts at-
tributable to taxes received with respect to amounts allowed as a
credit under section 34 for kerosene used for aviation purposes.
The provision requires that transfers be made on the basis of esti-
mates by the Secretary, with proper adjustments to be made subse-
quently to the extent prior estimates were in excess of or less than
the amounts required to be transferred. The provision provides that
the Airport and Airway Trust Fund does not reimburse the General
Fund for claims with respect to kerosene that is taxed at the 24.3
cents per gallon rate and used for aviation purposes, or with re-
spect to credits allowed under section 34 to the extent the Highway
Trust Fund is credited initially with the amount of tax with respect
to which the credit is claimed. Transfers are required to be made
with respect to taxes received on or after October 1, 2005, and be-
fore October 1, 2011.

Effective Date

The provision is effective for fuels or liquids removed, entered, or
sold after September 30, 2005.

B. Repeal of Ultimate Vendor Refund Claims with Respect
to Farming (sec. 11162 of the Act and sec. 6427(1) of the
Code)

Present Law

In general—ultimate purchaser refunds for nontaxable uses

In general, the Code provides that if diesel fuel or kerosene on
which tax has been imposed is used by any person in a nontaxable
use, the Secretary is to refund (without interest) to the ultimate
purchaser the amount of tax imposed.217 The refund is made to the
ultimate purchaser of the taxed fuel by either income tax credit or

216 These rules were subsequently clarified in Division A, section 420 of the Tax Relief and
Health Care Act of 2006, Pub. L. No. 109-432, described in Part Fourteen.
217 Sec. 6427(1)(1).
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refund payment.218 Not more than one claim may be filed by any
person with respect to fuel used during its taxable year. However,
there are exceptions to this rule.

An ultimate purchaser may make a claim for a refund payment
for any quarter of a taxable year for which the purchaser can claim
at least $750.212 If the purchaser cannot claim at least $750 at the
end of quarter, the amount can be carried over to the next quarter
to determine if the purchaser can claim at least $750. If the pur-
chaser cannot claim at least $750 at the end of the taxable year,
the purchaser must claim a credit on the person’s income tax re-
turn.

As discussed below, these ultimate purchaser refund rules do not
apply to diesel fuel or kerosene used on a farm. The Code precludes
the ultimate purchaser from claiming a refund for such use. In-
stead, the refund claims are made by registered vendors as de-
scribed below.

Special vendor rule for use on a farm for farming purposes

In the case of diesel fuel or kerosene used on a farm for farming
purposes refund payments are paid to the ultimate, registered ven-
dors (“registered ultimate vendor”) of such fuels. Thus a registered
ultimate vendor that sells undyed diesel fuel or undyed kerosene
to any of the following may make a claim for refund: (1) the owner,
tenant, operator of a farm for use by that person on a farm for
farming purposes; and (2) a person other than the owner, tenant,
or operator of a farm for use by that person on a farm in connection
with cultivating, raising or harvesting. The registered ultimate
vendor is the only person who may make the claim with respect to
diesel fuel or kerosene used on a farm for farming purposes. The
purchaser of the fuel cannot make the claim for refund.

Registered ultimate vendors may make weekly claims if the
claim is at least $200 ($100 or more in the case of kerosene).220 If
not paid within 45 days (20 days for an electronic claim), the Sec-
retary is to pay interest on the claim.

Explanation of Provision

The provision repeals ultimate vendor refund claims in the case
of diesel fuel or kerosene used on a farm for farming purposes.
Thus, refunds for taxed diesel fuel or kerosene used on a farm for
farming purposes would be paid to the ultimate purchaser under
the rules applicable to nontaxable uses of diesel fuel or kerosene.

Effective Date
The provision is effective for sales after September 30, 2005.

218 Generally, refund payments are only made to governmental units and tax-exempt organiza-
tions. Sec. 6427(k). The quarterly payment claim rules for ultimate purchasers are an exception
to this rule.

219 Sec. 6427(1)(2).

220 See 6427(1)(4)(A).
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C. Refunds of Excise Taxes on Exempt Sales of Taxable Fuel
by Credit Card (sec. 11163 of the Act and secs. 6206, 6416,
6427, and 6675 of the Code)

Present Law

Under the rules in effect prior to 2005, in the case of gasoline
on which tax had been paid and sold to a State or local govern-
ment, to a nonprofit educational organization, for supplies for ves-
sels or aircraft, for export, or for the production of special fuels, the
wholesale distributor that sold such gasoline was treated as the
only person who paid the tax and thereby was the proper claimant
for a credit or refund of the tax paid. A “wholesale distributor” in-
cluded any person, other than an importer or producer, who sold
gasoline to producers, retailers, or to users who purchased in bulk
quantities and accepted delivery into bulk storage tanks. A whole-
sale distributor also included any person who made retail sales of
gasoline at 10 or more retail motor fuel outlets.

Under a special administrative exception to these rules, a sale of
gasoline charged on an oil company credit card issued to an exempt
person described above is not considered a direct sale by the person
actually selling the gasoline to the ultimate purchaser if the seller
receives a reimbursement of the tax from the oil company (or indi-
rectly through an intermediate vendor). Thus, the person that actu-
ally paid the tax, in most cases the oil company, is treated as the
only person eligible to make the refund claim.221

The American Jobs Creation Act of 2004 (“AJCA”)222 modified
the pre-existing statutory rules with respect to certain sales. Under
AJCA, if a registered ultimate vendor purchases any gasoline on
which tax has been paid and sells such gasoline to a State or local
government or to a nonprofit educational organization, for its exclu-
sive use, such ultimate vendor is treated as the only person who
paid the tax and thereby is the proper claimant for a credit or re-
fund of the tax paid.223 However, AJCA did not change the special
administrative oil company credit card rule described above.224

In addition, under AJCA, refund claims made by such an ulti-
mate vendor may be filed for any period of at least one week for
which $200 or more is payable. Any such claim must be filed on
or before the last day of the first quarter following the earliest
quarter included in the claim. The Secretary must pay interest on
refunds unpaid after 45 days. If the refund claim was filed by elec-
tronic means, and the ultimate vendor has certified to the Sec-
retary for the most recent quarter of the taxable year that all ulti-
mate purchasers of the vendor are certified for highway exempt use
as a State or local government or a nonprofit educational organiza-
tion, refunds unpaid after 20 days must be paid with interest.225

221 Notice 89-29, 1989-1 C.B. 669.

222 Pyb. L. No. 108-357.

223 AJCA, sec. 865(a), effective January 1, 2005. See Code sec. 6416(a)(4)(A).

224Tn Notice 20054, 2005-2 I.R.B. 289, the Treasury Department confirmed that it would
continue to apply the oil company credit card rule until March 1, 2005. On February 28, 2005,
the Treasury Department issued Notice 2005-24, 2005-12 I.LR.B. 1, modifying Notice 2005—4.
Notice 2005—24 stated that the oil company credit card rule will remain in effect until it is modi-
fied by a statutory change or by future guidance.

225 Sec. 6416(a)(4)(B).
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In the case of diesel fuel or kerosene used in a nontaxable use,
the ultimate purchaser is generally the only person entitled to
claim a refund of excise tax.226 However, in the case of diesel fuel
or kerosene used on a farm for farming purposes or by a State or
local government, aviation-grade kerosene, and certain nonavia-
tion-grade kerosene, an ultimate vendor may claim the refund if
the ultimate vendor is registered and bears the tax (or receives the
written consent of the ultimate purchaser to claim the refund).227

Explanation of Provision

The provision replaces the oil company credit card rule with a
new set of rules applicable to certain credit card sales. The new
rules apply to all taxable fuels. Under the provision, if a purchase
of taxable fuel is made by means of a credit card issued to an ulti-
mate purchaser that is either a State or local government or, in the
case of gasoline, a nonprofit educational organization, for its exclu-
sive use, a credit card issuer who is registered and who extends
such credit to the ultimate purchaser with respect to such purchase
shall be the only person entitled to apply for a credit or refund if
the following two conditions are met: (1) such registered person has
not collected the amount of the tax from the purchaser, or has ob-
tained the written consent of the ultimate purchaser to the allow-
ance of the credit or refund; and (2) such registered person has ei-
ther repaid or agreed to repay the amount of the tax to the ulti-
mate vendor, has obtained the written consent of the ultimate ven-
dor to the allowance of the credit or refund, or has otherwise made
arrangements that directly or indirectly provide the ultimate ven-
dor with reimbursement of such tax. It is anticipated that such in-
direct arrangements may consist of the contractual undertaking of
the relevant oil company to the credit card issuer that it will pay
the amount of the tax to the ultimate vendor, and the cor-
responding contractual undertaking of the oil company to the ulti-
mate vendor.

A credit card issuer entitled to claim a refund under the provi-
sion is responsible for collecting and supplying all the appropriate
documentation currently required from ultimate vendors. The
present-law refund amount and timing rules applicable to ultimate
vendors, including the special rules for electronic claims, apply to
refunds to credit card issuers under the provision.228

Under the provision, if a credit card issuer is not registered, or
if either condition (1) or (2) described above is not met (or if the
ultimate purchaser is not exempt), then the credit card issuer is re-
quired to collect an amount equal to the tax from the ultimate pur-
chaser and only an (exempt) ultimate purchaser may claim a credit
or payment from the IRS.229 Congress intends that tax-paid fuel
shall not be sold tax free to an exempt entity by means of a credit
card unless the credit card issuer is registered. An unregistered
credit card issuer that does not collect an amount equal to the tax

226 Sec. 6427(1)(1).

227 See. sec. 6427(1)(4)(B), and (1)(5)(B), and (1)(5)(C), and sec. 6416(a)(1)(A), (B), and (D).

228 See sec. 6416(a)(4)(B). Present law would continue to apply to the timing of ultimate pur-
chaser claims. Under present law, claims by an ultimate purchaser are generally made on an
annual basis. However, claims aggregating over $750 may be made quarterly. See secs. 6421(d)
and 6427(1)(2).

229 See sec. 6421(c).
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from the exempt entity is liable for present-law penalties for failure
to register.230 The present-law regulatory authority of the Sec-
retary to prescribe the form, manner, terms, conditions of registra-
tion, and conditions of use of registration extends to registration
under this provision.231 Such authority may include rules that pre-
clude persons which are registered credit card issuers from issuing
nonregistered credit cards.232 Congress also intends that the IRS
will review the registration of a registered credit card issuer that
has engaged in multiple or flagrant violations of the requirements
of the provision.

The provision also conforms present-law penalty provisions to the
new rules.

The provision does not change the present-law rules applicable to
non-credit card purchases.

Effective Date

The provision is effective for sales after December 31, 2005.

D. Reregistration in Event of Change in Ownership (sec.
11164 of the Act and secs. 4101, 6719, 7232, and 7272 of the
Code)

Present Law

Blenders, enterers, pipeline operators, position holders, refiners,
terminal operators, and vessel operators are required to register
with the Secretary with respect to fuels taxes imposed by sections
4041(a)(1) and 4081.233 An assessable penalty for failure to register
is $10,000 for each initial failure, plus $1,000 per day that the fail-
ure continues.23¢ A nonassessable penalty for failure to register is
$10,000.235 A criminal penalty of $10,000, or imprisonment of not
more than five years, or both, together with the costs of prosecution
also applies to a failure to register and to certain false statements
made in connection with a registration application.236 Treasury
regulations require that a registrant notify the Secretary of any
change (such as a change in ownership) in the information a reg-
istrant submitted in connection with its application for registration
within 10 days of the change.237 The Secretary has the discretion
to revoke the registration of a noncompliant registrant.

Explanation of Provision

The provision requires that upon a change in ownership of a reg-
istrant, the registrant must reregister with the Secretary, as pro-
vided by the Secretary. A change in ownership means that after a
transaction (or series of related transactions), more than 50 percent
of the ownership interests in, or assets of, a registrant are held by

230 See secs. 6719, 7232, and 7272.

231 Sec. 4101(a)(1).

232 Because registration occurs at the “person” (legal entity) level, it is anticipated that a cred-
it card issuer will use a separate (registered) entity for the issuance of credit cards entitled to
the benefits of this provision.

233 Sec. 4101; Treas. Reg. secs. 48.4101-1(a) and 48.4101-1(c)(1).

234 Sec. 6719.

235Sec. 7272(a).

236 Sec. 7232.

237Treas. Reg. sec. 48.4101-1(h)(1)(v).
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persons other than persons (or persons related thereto) who held
more than 50 percent of such interests or assets before the trans-
action (or series of related transactions). The provision does not
apply to companies, the stock of which is regularly traded on an
established securities market. There is an assessable penalty for
failure to reregister of $10,000 for each initial failure, plus $1,000
per day that the failure continues, a nonassessable penalty for fail-
ure to reregister of $10,000, and a criminal penalty for failure to
reregister of $10,000, or imprisonment of not more than five years,
or both, together with the costs of prosecution. The provision ap-
plies to changes in ownership occurring prior to, on, or after the
date of enactment.

Effective Date

The provision is effective for actions or failures to act after the
date of enactment (August 10, 2005).

E. Reconciliation of On-Loaded Cargo to Entered Cargo (sec.
11165 of the Act and sec. 343 of the Trade Act of 2002)

Present Law

The Trade Act of 2002 directed the Secretary to promulgate regu-
lations pertaining to the electronic transmission to the Bureau of
Customs and Border Patrol (“Customs”) of information pertaining
to cargo destined for importation into the United States or expor-
tation from the United States, prior to such importation or expor-
tation.238 The Department of the Treasury issued final regulations
on October 31, 2002. The regulations require the advance and accu-
rate presentation of certain manifest information prior to lading at
the foreign port and encourage the presentation of this information
electronically. Customs must receive from the carrier the vessel’s
Cargo Declaration (Customs Form 1302) or the electronic equiva-
lent within 24 hours before such cargo is laden aboard the vessel
at the foreign port.239

Certain carriers of bulk cargo, however, are exempt from these
filing requirements. Such bulk cargo includes that composed of free
flowing articles such as oil, grain, coal, ore and the like, which can
be pumped or run through a chute or handled by dumping.240
Thus, taxable fuels are not required to file the Cargo Declaration
within 24 hours before such cargo is laden aboard the vessel at the
foreign port. Instead the Cargo Declaration must be filed within 24
hours prior arrival in the United States.

Explanation of Provision

The provision provides that not later than one year after the date
of enactment of this paragraph, the Secretary of Homeland Secu-
rity, together with the Secretary of the Treasury, is to establish an
electronic data interchange system through which Customs shall
transmit to the Internal Revenue Service information pertaining to
cargoes of taxable fuels (as defined in section 4083) that Customs

238 Sec. 343(a) of Pub. L. No. 107-210 (2002).
23919 CFR sec. 4.7(b)(2).
240 19 CFR sec. 4.7(b)(4)(1)(A).
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has obtained electronically under its regulations adopted to carry
out the Trade Act of 2002 requirement. For this purpose, not later
than one year after the date of enactment, all filers of required
cargo information for such taxable fuels, as defined, must provide
such information to Customs through its approved electronic data
interchange system.

Effective Date

The provision is effective upon date of enactment (August 10,
2005).

F. Treatment of Deep-Draft Vessels (sec. 11166 of the Act
and secs. 4081 and 4101 of the Code)

Present Law

Blenders, enterers, pipeline operators, position holders, refiners,
terminal operators, and vessel operators are required to register
with the Secretary with respect to fuels taxes imposed by sections
4041(a)(1) and 4081.241 Treasury regulations define a vessel oper-
ator as any person that operates a vessel within the bulk transfer/
terminal system, excluding deep-draft ocean-going vessels.242 Ac-
cordingly, operators of deep-draft ocean-going vessels are not re-
quired to register. A deep-draft ocean-going vessel is a vessel that
is designed primarily for use on the high seas that has a draft of
more than 12 feet.243

An assessable penalty for failure to register is $10,000 for each
initial failure, plus $1,000 per day that the failure continues.244 A
nonassessable penalty for failure to register is $10,000.245 A crimi-
nal penalty of $10,000, or imprisonment of not more than five
years, or both, together with the costs of prosecution also applies
to a failure to register and to certain false statements made in con-
nection with a registration application.246

In general, gasoline, diesel fuel, and kerosene (“taxable fuel”) are
taxed upon removal from a refinery or a terminal.247 Tax also is
imposed on the entry into the United States of any taxable fuel for
consumption, use, or warehousing. The tax does not apply to any
removal or entry of a taxable fuel transferred in bulk (a “bulk
transfer”) by pipeline or vessel to a terminal or refinery if the per-
son removing or entering the taxable fuel, the operator of such
pipeline or vessel, and the operator of such terminal or refinery are
registered with the Secretary as required by section 4101.248
Transfer to an unregistered party subjects the transfer to tax.

Explanation of Provision

The provision provides that the Secretary of the Treasury shall
require the registration of every operator of a deep-draft ocean

241 Sec. 4101; Treas. Reg. sec. 48.4101-1(a) and 48.4101-1(c)(1).

242 Treas. Reg. sec. 48.4101-1(b)(8).

243 Sec. 4042(c)(1).

244 Sec. 6719.

245 Sec. 7272(a).

246 Sec. 7232.

247 Sec. 4081(a)(1)(A).

248 Sec. 4081(a)(1)(B). The sale of a taxable fuel to an unregistered person prior to a taxable
removal or entry of the fuel is subject to tax. Sec. 4081(a)(1)(A).
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going vessel, unless such operator uses such vessel exclusively for
purposes of the entry of the taxable fuel. Under the provision, if a
deep-draft ocean-going vessel is used as part of a bulk transfer of
taxable fuel (other than for entry), the transfer is subject to tax un-
less the operator of such vessel is registered.

Effective Date

The provision is effective on the date of enactment (August 10,
2005).

G. Impose Assessable Penalty on Dealers of Adulterated
Fuel (sec. 11167 of the Act and new sec. 6720A of the Code)

Present Law

Diesel fuel, gasoline, and kerosene are taxable fuels. Diesel fuel
is defined as (1) any liquid (other than gasoline) which is suitable
for use as a fuel in a diesel-powered highway vehicle or a diesel
powered train, (2) transmix, and (3) diesel fuel blend stocks identi-
fied by the Secretary.24° As a defense to Federal and State excise
tax liability, some taxpayers have contended that certain diesel fuel
mixtures or additives do not meet the requirements of (1) above be-
cause they are not approved as additives or mixtures by the EPA.
In addition, under present law, untaxed fuel additives, including
certain contaminants, may displace taxed diesel fuel in a mixture.

The Code provides that any person who, in connection with a
sale or lease (or offer for sale or lease) of an article, knowingly
makes any false statement ascribing a particular part of the price
of the article to a tax imposed by the United States, or intended
to lead any person to believe that any part of the price consists of
such a tax, is guilty of a misdemeanor.259 Another Code provision
provides that any person who has in his custody or possession any
article on which taxes are imposed by law, for the purpose of sell-
ing the article in fraud of the internal revenue laws or with design
to avoid payment of the taxes thereon, is liable for “a penalty of
$500 or not less than double the amount of taxes fraudulently at-
tempted to be evaded.” 251

Explanation of Provision

The provision adds a new assessable penalty. Any person other
than a retailer who knowingly transfers for resale, sells for resale,
or holds out for resale for use in a diesel-powered highway vehicle
(or train) any liquid that does not meet applicable EPA regulations
(as defined in section 45H(c)(3) 252 is subject to a penalty of $10,000
for each such transfer, sale or holding out for resale, in addition to
the tax on such liquid, if any. Any retailer who knowingly holds out
for sale (other than for resale) any such liquid, is subject to a

249 Sec. 4083(a)(3)(A).

250 Sec, 7211. Such a violation is punishable by a fine not to exceed $1,000, or by imprison-
ment for not more than one year, or both.

251 Sec. 7268.

252 Section 45H(c)(3) refers to “the Highway Diesel Fuel Sulfur Control Requirements of the
Environmental Protection Agency.”
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$10,000 penalty for each such holding out for sale, in addition to
the tax on such liquid, if any.
The penalty is dedicated to the Highway Trust Fund.

Effective Date

The provision is effective for any transfer, sale, or holding out for
sale or resale occurring after the date of enactment (August 10,
2005).



V. FUELS-RELATED TECHNICAL CORRECTIONS

A. Fuels-Related Technical Corrections to American Jobs
Creation Act of 2004 (“AJCA”)

The provision includes technical corrections to AJCA. Such tech-
nical corrections take effect as if included in the section of AJCA
to which the correction relates.

1. Volumetric ethanol excise tax credit (sec. 11151(a) of the
Act, sec. 301 of AJCA, and sec. 6427 of the Code)

AJCA repealed the reduced tax rates for alcohol fuels and tax-
able fuels to be blended with alcohol. The technical correction
makes a conforming amendment to eliminate the refund provisions
based on those reduced rates (secs. 6427(f) and 6427(0)).

2. Aviation fuel (sec. 11151(b) of the Act, sec. 853 of AJCA,
and sec. 4081 of the Code)

Section 853 of AJCA moved the taxation of jet fuel (aviation-
grade kerosene) from section 4091 to section 4081 of the Code and
repealed section 4091. The termination date for the 21.8 cent per
gallon rate for noncommercial aviation jet fuel was inadvertently
omitted from the Act. The technical correction clarifies that after
September 30, 2007, the rate for jet fuel used in noncommercial
aviation will be 4.3 cents per gallon (sec. 4081(a)(2)(C)).

An additional technical correction clarifies that users of aviation
fuel in commercial aviation are required to be registered with the
IRS in order for the 4.3-cents-per-gallon rate to apply (including for
purposes of the self-assessment of tax by commercial aircraft opera-
tors). The provision also corrects cross-references in section
6421(f)(2) to the definition of noncommercial aviation to reflect
changes made by the AJCA change in the tax treatment of fuel
used in aviation.

B. Fuels-Related Technical Corrections to Transportation
Equity Act for the 21st Century (“TEA 21”)

The provision includes a technical correction to TEA 21. The
amendment made by the technical correction takes effect as if in-
cluded in the section of TEA 21 to which it relates.

1. Coastal Wetlands sub-account (sec. 11151(c¢) and (d) of the
Act, sec. 9005 of TEA 21, and sec. 9504 of the Code)

Section 9005(b)(3) of TEA 21 redesignated Code section
9504(b)(2)(B), referring to the purposes of the Coastal Wetlands
Planning, Protection and Restoration Act, as 9504(b)(2)(C), but did
not cross reference the limitation for such purposes of taxes on gas-
oline used in the nonbusiness use of small-engine outdoor power
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equipment. The technical correction makes a conforming cross-ref-
erence amendment (sec. 9504(b)(2)).

C. Correction to the Energy Tax Incentives Act of 2005

The provision includes a technical correction to the Energy Tax
Incentives Act (“ETIA”) of 2005. The amendment made by the tech-
nical correction takes effect as if included in the section of the
ETIA to which it relates.

1. Erroneous reference to highway reauthorization bill (sec.
11151 (f) of the Act and sec. 38 of the Code)

The provision corrects an erroneous reference to the highway re-
authorization bill in section 38 as added by the Energy Policy Act
of 2005.



PART SEVEN: KATRINA EMERGENCY TAX RELIEF ACT
OF 2005 (PUBLIC LAW 109-73) 253

DEFINITION OF “HURRICANE KATRINA DISASTER
AREA” AND “CORE DISASTER AREA” (sec. 2 of the Act)

General Definitions

For purposes of the Act the following definitions apply. The term
“Hurricane Katrina disaster area” means an area with respect to
which a major disaster has been declared by the President before
September 14, 2005, under section 401 of the Robert T. Stafford
Disaster Relief and Emergency Assistance Act by reason of Hurri-
cane Katrina. The States for which such a disaster has been de-
clared are Alabama, Florida, Louisiana, and Mississippi. The term
“core disaster area” means that portion of the Hurricane Katrina
disaster area determined by the President to warrant individual or
individual and public assistance from the Federal Government
under such Act.

253 H.R. 3768. The House passed the bill on the suspension calendar on September 15, 2005.
The Senate passed the bill with an amendment by unanimous consent on September 15, 2005.
The House agreed to the Senate amendment with an amendment on September 21, 2005. The
Senate agreed to the House amendment by unanimous consent on September 21, 2005. The
President signed the bill on September 23, 2005. For a technical explanation of the bill prepared
by the staff of the Joint Committee on Taxation, see Joint Committee on Taxation, Technical
Explanation of H.R. 3768, the “Katrina Emergency Tax Relief Act of 2005” as Passed by the
House and the Senate on September 21, 2005 (JCX-69-05), September 22, 2005.
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TITLE I—SPECIAL RULES FOR USE OF RETIREMENT
FUNDS FOR RELIEF RELATING TO HURRICANE
KATRINA

A. Tax-Favored Withdrawals from Retirement Plans for
Relief Relating to Hurricane Katrina (sec. 101 of the Act)

Present Law

Under present law, a distribution from a qualified retirement
plan, a tax-sheltered annuity (a “403(b) annuity”), an eligible de-
ferred compensation plan maintained by a State or local govern-
ment (a “governmental 457 plan”), or an individual retirement ar-
rangement (an “IRA”) generally is included in income for the year
distributed (secs. 402(a), 403(b), 408(d), 457(a)). (These plans are
referred to collectively as “eligible retirement plans”.) In addition,
a distribution from a qualified retirement plan, a 403(b) annuity,
or an IRA received before age 59'2, death, or disability generally
is subject to a 10-percent early withdrawal tax on the amount in-
cludible in income, unless an exception applies (sec. 72(t)).

An eligible rollover distribution from a qualified retirement plan,
a 403(b) annuity, or a governmental 457 plan, or a distribution
from an IRA, generally can be rolled over within 60 days to another
plan, annuity, or IRA. The IRS has the authority to waive the 60-
day requirement if failure to waive the requirement would be
against equity or good conscience, including cases of casualty, dis-
aster, or other events beyond the reasonable control of the indi-
vidual. Any amount rolled over is not includible in income (and
thus also not subject to the 10-percent early withdrawal tax).

Distributions from a qualified retirement plan, 403(b) annuity, a
governmental 457 plan, or an IRA are generally subject to income
tax withholding unless the recipient elects otherwise. An eligible
rollover distribution from a qualified retirement plan, 403(b) annu-
ity, or governmental 457 plan is subject to income tax withholding
at a 20-percent rate unless the distribution is rolled over to another
plan, annuity or IRA by means of a direct transfer.

Certain amounts held in a qualified retirement plan that in-
cludes a qualified cash-or-deferred arrangement (a “401(k) plan”) or
in a 403(b) annuity may not be distributed before severance from
employment, age 59%2, death, disability, or financial hardship of
the employee. Amounts deferred under a governmental 457 plan
may not be distributed before severance from employment, age
70%2, or an unforeseeable emergency of the employee.

Explanation of Provision

The provision provides an exception to the 10-percent early with-
drawal tax in the case of a qualified Hurricane Katrina distribution
from a qualified retirement plan, a 403(b) annuity, or an IRA. In
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addition, as discussed more fully below, income attributable to a
qualified Hurricane Katrina distribution may be included in income
ratably over three years, and the amount of a qualified Hurricane
Katrina distribution may be recontributed to an eligible retirement
plan within three years.

A qualified Hurricane Katrina distribution is a distribution from
an eligible retirement plan made on or after August 25, 2005, and
before January 1, 2007, to an individual whose principal place of
abode on August 28, 2005, is located in the Hurricane Katrina dis-
aster area and who has sustained an economic loss by reason of
Hurricane Katrina. The total amount of qualified Hurricane
Katrina distributions that an individual can receive from all plans,
annuities, or IRAs is $100,000. Thus, any distributions in excess of
$100,000 during the applicable period are not qualified Hurricane
Katrina distributions.

Any amount required to be included in income as a result of a
qualified Hurricane Katrina distribution is included in income rat-
ably over the three-year period beginning with the year of distribu-
tion unless the individual elects not to have ratable inclusion
apply. Certain rules apply for purposes of the ratable inclusion pro-
vision. For example, the amount required to be included in income
for any taxable year in the three-year period cannot exceed the
total amount to be included in income with respect to the qualified
Hurricane Katrina distribution, reduced by amounts included in in-
come for preceding years in the period.

Under the provision, any portion of a qualified Hurricane
Katrina distribution may, at any time during the three-year period
beginning the day after the date on which the distribution was re-
ceived, be recontributed to an eligible retirement plan to which a
rollover can be made. Any amount recontributed within the three-
year period is treated as a rollover and thus is not includible in in-
come. For example, if an individual receives a qualified Hurricane
Katrina distribution in 2005, that amount is included in income,
generally ratably over the year of the distribution and the following
two years, but is not subject to the 10-percent early withdrawal
tax. If, in 2007, the amount of the qualified Hurricane Katrina dis-
tribution is recontributed to an eligible retirement plan, the indi-
vidual may file an amended return (or returns) to claim a refund
of the tax attributable to the amount previously included in in-
come. In addition, if, under the ratable inclusion provision, a por-
tion of the distribution has not yet been included in income at the
time of the contribution, the remaining amount is not includible in
income.

A qualified Hurricane Katrina distribution is a permissible dis-
tribution from a 401(k) plan, 403(b) annuity, or governmental 457
plan, regardless of whether a distribution would otherwise be per-
missible. A plan is not treated as violating any Code requirement
merely because it treats a distribution as a qualified Hurricane
Katrina distribution, provided that the aggregate amount of such
distributions from plans maintained by the employer and members
of the employer’s controlled group does not exceed $100,000. Thus,
a plan is not treated as violating any Code requirement merely be-
cause an individual might receive total distributions in excess of
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$100,000, taking into account distributions from plans of other em-
ployers or IRAs.

Under the provision, qualified Hurricane Katrina distributions
are subject to the income tax withholding rules applicable to dis-
tributions other than eligible rollover distributions. Thus, 20-per-
cent mandatory withholding does not apply.

Effective Date

The provision is effective on the date of enactment (September
23, 2005).

B. Recontributions of Withdrawals for Home Purchases
Cancelled Due to Hurricane Katrina (sec. 102 of the Act)

Present Law

Under present law, a distribution from a qualified retirement
plan, a tax-sheltered annuity (a “403(b) annuity”), or an individual
retirement arrangement (an “IRA”) generally is included in income
for the year distributed (secs. 402(a), 403(b), and 408(d)). In addi-
tion, a distribution from a qualified retirement plan, a 403(b) annu-
ity, or an IRA received before age 592, death, or disability gen-
erally is subject to a 10-percent early withdrawal tax on the
amount includible in income, unless an exception applies (sec.
72(t)). An exception to the 10-percent tax applies in the case of a
qualified first-time homebuyer distribution from an IRA, i.e., a dis-
tribution (not to exceed $10,000) used within 120 days for the pur-
%hase or construction of a principal residence of a first-time home-

uyer.

An eligible rollover distribution from a qualified retirement plan
or a 403(b) annuity or a distribution from an IRA generally can be
rolled over within 60 days to another plan, annuity, or IRA. The
IRS has the authority to waive the 60-day requirement if failure
to waive the requirement would be against equity or good con-
science, including cases of casualty, disaster, or other events be-
yond the reasonable control of the individual. Any amount rolled
over is not includible in income (and thus also not subject to the
10-percent early withdrawal tax).

Certain amounts held in a qualified retirement plan that in-
cludes a qualified cash-or- deferred arrangement (a “401(k) plan”)
or a 403(b) annuity may not be distributed before severance from
employment, age 59%2, death, disability, or financial hardship of
the employee. For this purpose, subject to certain conditions, dis-
tributions for costs directly related to the purchase of a principal
residence by an employee (excluding mortgage payments) are
deemed to be distributions on account of financial hardship.

Explanation of Provision

In general, under the provision, a distribution received from a
401(k) plan, 403(b) annuity, or IRA in order to purchase a home
in the Hurricane Katrina disaster area may be recontributed to
such a plan, annuity, or IRA in certain circumstances.

The provision applies to an individual who receives a qualified
distribution. A qualified distribution is a hardship distribution
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from a 401(k) plan or 403(b) annuity, or a qualified first- time
homebuyer distribution from an IRA: (1) that is received after Feb-
ruary 28, 2005, and before August 29, 2005; and (2) that was to be
used to purchase or construct a principal residence in the Hurri-
cane Katrina disaster area, but the residence is not purchased or
constructed on account of Hurricane Katrina.

Under the provision, any portion of a qualified distribution may,
during the period beginning on August 25, 2005, and ending on
February 28, 2006, be recontributed to a plan, annuity or IRA to
which a rollover is permitted. Any amount recontributed is treated
as a rollover. Thus, that portion of the qualified distribution is not
includible in income (and also is not subject to the 10-percent early
withdrawal tax).

Effective Date

The provision is effective on the date of enactment (September
23, 2005).

C. Loans from Qualified Plans for Relief Relating to
Hurricane Katrina (sec. 103 of the Act)

Present Law

An individual is permitted to borrow from a qualified plan in
which the individual participates (and to use his or her accrued
benefit as security for the loan) provided the loan bears a reason-
able rate of interest, is adequately secured, provides a reasonable
repayment schedule, and is not made available on a basis that dis-
criminates in favor of employees who are officers, shareholders, or
highly compensated.

Subject to certain exceptions, a loan from a qualified employer
plan to a plan participant is treated as a taxable distribution of
plan benefits. A qualified employer plan includes a qualified retire-
ment plan under section 401(a), a tax-deferred annuity under sec-
tion 403(a) or section 403(b), and any plan that was (or was deter-
mined to be) a qualified employer plan or a governmental plan.

An exception to this general rule of income inclusion is provided
to the extent that the loan (when added to the outstanding balance
of all other loans to the participant from all plans maintained by
the employer) does not exceed the lesser of (1) $50,000 reduced by
the excess of the highest outstanding balance of loans from such
plans during the one-year period ending on the day before the date
the loan is made over the outstanding balance of loans from the
plan on the date the loan is made or (2) the greater of $10,000 or
one half of the participant’s accrued benefit under the plan. This
exception applies only if the loan is required, by its terms, to be
repaid within five years. An extended repayment period is per-
mitted for the purchase of the principal residence of the partici-
pant. Plan loan repayments (principal and interest) must be amor-
tized in level payments and made not less frequently than quar-
terly, over the term of the loan.
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Explanation of Provision

The provision provides special rules in the case of a loan from a
qualified employer plan to a qualified individual made after the
date of enactment and before January 1, 2007. A qualified indi-
vidual is an individual whose principal place of abode on August
28, 2005, is located in the Hurricane Katrina disaster area and who
has sustained an economic loss by reason of Hurricane Katrina.

Under the provision, the exception to the general rule of income
inclusion is provided to the extent that the loan (when added to the
outstanding balance of all other loans to the participant from all

lans maintained by the employer) does not exceed the lesser of (1)
5100,000 reduced by the excess of the highest outstanding balance
of loans from such plans during the one-year period ending on the
day before the date the loan is made over the outstanding balance
of loans from the plan on the date the loan is made or (2) the great-
er of $10,000 or the participant’s accrued benefit under the plan.

Under the provision, in the case of a qualified individual with an
outstanding loan on or after August 25, 2005, from a qualified em-
ployer plan, if the due date for any repayment with respect to such
loan occurs during the period beginning on August 25, 2005, and
ending on December 31, 2006, such due date is delayed for one
year. Any subsequent repayments with respect to such loan shall
be appropriately adjusted to reflect the delay in the due date and
any interest accruing during such delay. The period during which
required repayment is delayed is disregarded in complying with the
requirements that the loan be repaid within five years and that
level amortization payments be made.

Effective Date

The provision is effective on the date of enactment (September
23, 2005).

D. Plan Amendments in Connection with Hurricane Katrina
(sec. 104 of the Act)

Present Law

Present law provides a remedial amendment period during
which, under certain circumstances, a qualified plan may be
amended retroactively in order to comply with the qualification re-
quirements (sec. 401(b)). In general, plan amendments to reflect
changes in the law generally must be made by the time prescribed
by law for filing the income tax return of the employer for the em-
ployer’s taxable year in which the change in law occurs. The Sec-
retary of the Treasury may extend the time by which plan amend-
ments need to be made.

Explanation of Provision

The provision permits certain plan amendments made pursuant
to the changes made by the provisions of Title I of the Act, or regu-
lations issued thereunder, to be retroactively effective. If the plan
amendment meets the requirements of the provision, then the plan
will be treated as being operated in accordance with its terms. In
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order for this treatment to apply, the plan amendment is required
to be made on or before the last day of the first plan year begin-
ning on or after January 1, 2007, or such later date as provided
by the Secretary of the Treasury. Governmental plans are given an
additional two years in which to make required plan amendments.
If the amendment is required to be made to retain qualified status
as a result of the changes made by Title I of the Act (or regula-
tions), the amendment is required to be made retroactively effective
as of the date on which the change became effective with respect
to the plan, and the plan is required to be operated in compliance
until the amendment is made. Amendments that are not required
to retain qualified status but that are made pursuant to the
changes made by Title I of the Act (or regulations) may be made
retroactively effective as of the first day the plan is operated in ac-
cordance with the amendment. A plan amendment will not be con-
sidered to be pursuant to changes made by Title I of the Act (or
regulations) if it has an effective date before the effective date of
the provision under the Act (or regulations) to which it relates.

Effective Date

The provision is effective on the date of enactment (September
23, 2005).



TITLE II—EMPLOYMENT RELIEF

A. Work Opportunity Tax Credit for Hurricane Katrina
Employees (sec. 201 of the Act)

Present Law

Targeted groups eligible for the credit

The work opportunity tax credit is available on an elective basis
for employers hiring individuals from one or more of eight targeted
groups. The eight targeted groups are: (1) certain families eligible
to receive benefits under the Temporary Assistance for Needy Fam-
ilies Program; (2) high-risk youth; (3) qualified ex-felons; (4) voca-
tional rehabilitation referrals; (5) qualified summer youth employ-
ees; (6) qualified veterans; (7) families receiving food stamps; and
](08) pfqrsons receiving certain Supplemental Security Income (“SSI”)

enefits.

Qualified wages

Generally, qualified wages are defined as cash wages paid by the
employer to a member of a targeted group. The employer’s deduc-
tion for wages is reduced by the amount of the credit.

Calculation of the credit

The credit equals 40 percent (25 percent for employment of 400
hours or less) of qualified first-year wages. Generally, qualified
first-year wages are qualified wages (not in excess of $6,000) attrib-
utable to service rendered by a member of a targeted group during
the one-year period beginning with the day the individual began
work for the employer. Therefore, the maximum credit per em-
ployee is $2,400 (40 percent of the first $6,000 of qualified first-
year wages). With respect to qualified summer youth employees,
the maximum credit is $1,200 (40 percent of the first $3,000 of
qualified first-year wages).

Minimum employment period

No credit is allowed for qualified wages paid to employees who
work less than 120 hours in the first year of employment.

Certification requirement

In general, an individual is not treated as a member of a tar-
geted group unless (1) on or before the day on which such indi-
vidual begins work for the employer, the employer has received a
certification from a designated local agency that such individual is
a member of a targeted group or (2) on or before the day the indi-
vidual is offered employment with the employer, a pre-screening
notice is completed by the employer with respect to such individual
and not later than the twenty-first day after the individual begins
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work for the employer, the employer submits such notice, signed by
the employer and the individual under the penalties of perjury, to
the designated local agency as part of a written request for such
a certification from such agency.

Qualifying rehires

No credit is available for any individual if, prior to the hiring
date of such individual, such individual had been employed by the
employer at any time.

Coordination of the work opportunity tax credit and the wel-
fare-to-work tax credit

An employer cannot claim the work opportunity tax credit with
respect to wages of any employee for which the employer claims the
welfare-to-work tax credit.

Other rules

The work opportunity tax credit is not allowed for wages paid to
a relative or dependent of the taxpayer. Similarly, wages paid to
replacement workers during a strike or lockout are not eligible for
the work opportunity tax credit. Wages paid to any employee dur-
ing any period for which the employer received on-the-job training
program payments with respect to that employee are not eligible
for the work opportunity tax credit. The work opportunity tax cred-
it generally is not allowed for wages paid to individuals who had
previously been employed by the employer. In addition, many other
technical rules apply.

Expiration date

The work opportunity tax credit is effective for wages paid or in-
curred to a qualified individual who begins work for an employer
before January 1, 2006.

Explanation of Provision

The provision provides that a Hurricane Katrina employee is
treated as a member of a targeted group for purposes of the work
opportunity tax credit. A Hurricane Katrina employee is: (1) an in-
dividual who on August 28, 2005, had a principal place of abode
in the core disaster area and is hired during the two-year period
beginning on such date for a position, the principal place of employ-
ment of which is located in the core disaster area; and (2) an indi-
vidual who on August 28, 2005, had a principal place of abode in
the core disaster area, who was displaced from such abode by rea-
son of Hurricane Katrina and is hired during the period beginning
on such date and ending on December 31, 2005 without regard to
whether the new principal place of employment is in the core dis-
aster area.

The present-law WOTC certification requirement is waived for
such individuals. In lieu of the certification requirement, an indi-
vidual may provide to the employer reasonable evidence that the
individual is a Hurricane Katrina employee.

The present-law rule that denies the credit with respect to wages
of employees who had been previously employed by the employer
is waived for the first hire of such employee as a Hurricane
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Katrina employee unless such employee was an employee of the
employer on August 28, 2005.

The present-law work opportunity tax credit expiration date is
waived for purposes of Hurricane Katrina employee employees.

Effective Date

The provision is effective on the date of enactment (September
23, 2005).

B. Employee Retention Credit for Employers Affected by
Hurricane Katrina (sec. 202 of the Act)

Present Law

There is no employer tax credit for wages paid solely by reason
of such wages being paid by employers in connection with a dis-
aster area.

Explanation of Provision

The provision provides a credit of 40 percent of the qualified
wages (up to a maximum of $6000 in qualified wages per employee)
paid by an eligible employer to an eligible employee.

An eligible employer is any employer (1) that conducted an active
trade or business on August 28, 2005, in the core disaster area and
(2) with respect to which the trade or business described in (1) is
inoperable on any day after August 28, 2005, and before January
1, 2006, as a result of damage sustained by reason of Hurricane
Katrina. An eligible employer shall not include any trade or busi-
ness for any taxable year if such trade or business employed an av-
erage of more than 200 employees on business days during the tax-
able year.

An eligible employee is, with respect to an eligible employer, an
employee whose principal place of employment on August 28, 2005,
with such eligible employer was in a core disaster area. An em-
ployee may not be treated as an eligible employee for any period
with respect to an employer if such employer is allowed a credit
under section 51 with respect to the employee for the period.

Qualified wages are wages (as defined in section 51(c)(1) of the
Code, but without regard to section 3306(b)(2)(B) of the Code) paid
or incurred by an eligible employer with respect to an eligible em-
ployee on any day after August 28, 2005, and before January 1,
2006, during the period (1) beginning on the date on which the
trade or business first became inoperable at the principal place of
employment of the employee immediately before Hurricane
Katrina, and (2) ending on the date on which such trade or busi-
ness has resumed significant operations at such principal place of
employment. Qualified wages include wages paid without regard to
whether the employee performs no services, performs services at a
different place of employment than such principal place of employ-
ment, or performs services at such principal place of employment
before significant operations have resumed.

The credit is a part of the current year business credit under sec-
tion 38(b) and therefore is subject to the tax liability limitations of
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section 38(c). Rules similar to sections 280C(a), 51(1)(1) and 52
apply to the credit.

Effective Date

The provision is effective on the date of enactment (September
23, 2005).



TITLE III—CHARITABLE GIVING INCENTIVES

A. Temporary Suspension of Limitations on Charitable
Contributions (sec. 301 of the Act)

Present Law

In general

In general, an income tax deduction is permitted for charitable
contributions, subject to certain limitations that depend on the type
of taxpayer, the property contributed, and the donee organization
(sec. 170).

Charitable contributions of cash are deductible in the amount
contributed. In general, contributions of capital gain property to a
qualified charity are deductible at fair market value with certain
exceptions. Capital gain property means any capital asset or prop-
erty used in the taxpayer’s trade or business the sale of which at
its fair market value, at the time of contribution, would have re-
sulted in gain that would have been long-term capital gain. Con-
tributions of other appreciated property generally are deductible at
the donor’s basis in the property. Contributions of depreciated
property generally are deductible at the fair market value of the
property.

Percentage limitations

Contributions by individuals

For individuals, in any taxable year, the amount deductible as a
charitable contribution is limited to a percentage of the taxpayer’s
contribution base. The applicable percentage of the contribution
base varies depending on the type of donee organization and prop-
erty contributed. The contribution base is defined as the taxpayer’s
adjusted gross income computed without regard to any net oper-
ating loss carryback.

Contributions by an individual taxpayer of property (other than
appreciated capital gain property) to a charitable organization de-
scribed in section 170(b)(1)(A) (e.g., public charities, private founda-
tions other than private non-operating foundations, and certain
governmental units) may not exceed 50 percent of the taxpayer’s
contribution base. Contributions of this type of property to nonop-
erating private foundations and certain other organizations gen-
erally may be deducted up to 30 percent of the taxpayer’s contribu-
tion base.

Contributions of appreciated capital gain property to charitable
organizations described in section 170(b)(1)(A) generally are de-
ductible up to 30 percent of the taxpayer’s contribution base. An in-
dividual may elect, however, to bring all these contributions of ap-
preciated capital gain property for a taxable year within the 50-
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percent limitation category by reducing the amount of the contribu-
tion deduction by the amount of the appreciation in the capital
gain property. Contributions of appreciated capital gain property to
charitable organizations described in section 170(b)(1)(B) (e.g., pri-
vate nonoperating foundations) are deductible up to 20 percent of
the taxpayer’s contribution base.

Contributions by corporations

For corporations, in any taxable year, charitable contributions
are not deductible to the extent the aggregate contributions exceed
10 percent of the corporation’s taxable income computed without
regard to net operating loss or capital loss carrybacks.

For purposes of determining whether a corporation’s aggregate
charitable contributions in a taxable year exceed the applicable
percentage limitation, contributions of capital gain property are
taken into account after other charitable contributions.

Carryforward of excess contributions

Charitable contributions that exceed the applicable percentage
limitation may be carried forward for up to five years (sec. 170(d)).
The amount that may be carried forward from a taxable year (“con-
tribution year”) to a succeeding taxable year may not exceed the
applicable percentage of the contribution base for the succeeding
taxable year less the sum of contributions made in the succeeding
taxable year plus contributions made in taxable years prior to the
contribution year and treated as paid in the succeeding taxable
year.

Overall limitation on itemized deductions (“Pease” limita-
tion)

Under present law, the total amount of otherwise allowable
itemized deductions (other than medical expenses, investment in-
terest, and casualty, theft, or wagering losses) is reduced by three
percent of the amount of the taxpayer’s adjusted gross income in
excess of a certain threshold. The otherwise allowable itemized de-
ductions may not be reduced by more than 80 percent. For 2005,
the adjusted gross income threshold is $145,950 ($72,975 for a mar-
ried taxpayer filing a joint return). These dollar amounts are ad-
justed for inflation.

The otherwise applicable overall limitation on itemized deduc-
tions is reduced by one-third in taxable years beginning in 2006
and 2007, and by two-thirds in taxable years beginning in 2008
and 2009. The overall limitation is repealed for taxable years be-
ginning after December 31, 2009, and reinstated for taxable years
beginning after December 31, 2010.

Explanation of Provision

Suspension of percentage limitations

Under the provision, in the case of an individual, the deduction
for qualified contributions is allowed up to the amount by which
the taxpayer’s contribution base exceeds the deduction for other
charitable contributions. Contributions in excess of this amount are
carried over to succeeding taxable years as contributions described
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in section 170(b)(1)(A), subject to the limitations of section
170(d)(1)(A)G) and (ii).

In the case of a corporation, the deduction for qualified contribu-
tions is allowed up to the amount by which the corporation’s tax-
able income (as computed under section 170(b)(2)) exceeds the de-
duction for other charitable contributions. Contributions in excess
of this amount are carried over to succeeding taxable years, subject
to the limitations of section 170(d)(2).

In applying subsections (b) and (d) of section 170 to determine
the deduction for other contributions, qualified contributions are
not taken into account (except to the extent qualified contributions
are carried over to succeeding taxable years under the rules de-
scribed above).

Qualified contributions are cash contributions made during the
period beginning on August 28, 2005, and ending on December 31,
2005, to a charitable organization described in section 170(b)(1)(A)
(other than a supporting organization described in section
509(a)(3)). Contributions of noncash property, such as securities,
are not qualified contributions. Under the provision, qualified con-
tributions must be to an organization described in section
170(b)(1)(A); thus, contributions to, for example, a charitable re-
mainder trust generally are not qualified contributions, unless the
charitable remainder interest is paid in cash to an eligible charity
during the applicable time period. In the case of a corporation,
qualified contributions must be for relief efforts related to Hurri-
cane Katrina. Corporate taxpayers must substantiate that the con-
tribution is made for this purpose. A taxpayer must elect to have
the contributions treated as qualified contributions.

Qualified contributions do not include a contribution if the con-
tribution is for establishment of a new, or maintenance in an exist-
ing, segregated fund or account with respect to which the donor (or
any person appointed or designated by such donor) has, or reason-
ably expects to have, advisory privileges with respect to distribu-
tions or investments by reason of the donor’s status as a donor. For
example, a segregated fund or account exists if a donor makes a
charitable contribution and the donee separately identifies the do-
nor’s contribution on its books by reference to the donor. The donor
has advisory privileges with respect to such segregated fund or ac-
count if the donor, by written agreement or otherwise, is permitted
to provide advice to the donee as to the investment or distribution
of amounts from such fund or account. In addition, a segregated
fund or account also includes, but is not limited to, a separate bank
account or trust established or maintained by a donee; however, in
order for a contribution to such account or fund necessarily to be
not a qualified contribution, the donor (or a person appointed or
designated by the donor) must have or reasonably expect to have
advisory privileges as to the investment or distribution of amounts
in such account or fund. For instance, a donor reasonably expects
to have advisory privileges with respect to contributions made by
the donor if the donor understands that the donee will consider ad-
vice provided by the donor (or a person appointed or designated by
the donor) in making investments or distributions. It is intended
that a person shall not be treated as having advisory privileges by
virtue of having a legal or contractual right or obligation, or a fidu-
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ciary duty, with respect to a segregated fund or account. If a donor
makes a contribution for establishment of a new, or maintenance
in an existing, segregated account or fund, and the donor also pro-
vides advice with respect to amounts in such account or fund by
reason of the donor’s position as an officer, employee, or director of
the donee, and not by reason of the donor’s status as a donor, then,
under the provision, the donor is not treated as having or reason-
ably expecting to have advisory privileges with respect to such fund
or account. However, if by reason of a donor’s charitable contribu-
tion to a segregated account or fund, the donor secured, for exam-
ple, an appointment on a committee of the donee organization that
advised how to distribute or invest amounts in such account or
fund, the contribution would not be a qualified contribution not-
withstanding that the donor is an officer, employee, or director of
the donee organization.

Below are examples illustrating the operation of the provision.
(The examples assume the taxpayer makes an election to have the
provision apply.)

Example 1.—Assume individual A’s contribution base for 2005 is
$100,000; aggregate qualified contributions are $70,000; and other
charitable contributions to organizations described in section
170(b)(1)(A) are $60,000. Under the provision, A is allowed a de-
duction of $100,000 for 2005 ($50,000 determined without regard to

ualified contributions plus $50,000 for the qualified contributions).
%30,000 is treated as a contribution described in section
170(b)(1)(A) paid in each of the five succeeding taxable years (sub-
ject to the limitations of section 170(d)(1)(A)d) and (ii)). $30,000 is
the sum of the $10,000 excess referred to in section 170(d)(1)(A)
(the excess of $60,000 over $50,000) and the $20,000 excess re-
ferred to in section 301(b)(1)(B) of the Act (the excess of $70,000
over $50,000).

Example 2.—For calendar year 2005, B, an individual, has a con-
tribution base of $100,000. On January 10, 2005, B makes a $7,000
cash contribution to an organization described in section
170(b)(1)(A) and a $65,000 cash charitable contribution to an orga-
nization not so described. On October 10, 2005, B makes a $70,000
qualified contribution. In 2004, B made charitable contributions to
organizations described in section 170(b)(1)(A) that exceeded 50% of
the contribution base by $5,000.

First, subsections (b) and (d) of section 170 are applied by dis-
regarding the qualified contribution. For 2005, a $12,000 deduction
is allowed under section 170(b)(1)(A)—the $7,000 current year con-
tribution and the $5,000 carryover from 2004. For 2005, a $30,000
deduction for the contribution to the organization not described in
section 170(b)(1)(A) also is allowed. This amount is the lesser of (i)
$38,000 ($50,000 (50% of B’s contribution base) less the $12,000 al-
lowed under section 170(b)(1)(A)) or (ii) $30,000 (30 percent of B’s
contribution base). The remaining contribution amount of $35,000
is carried over as a contribution to an organization which is not de-
scribed in section 170(b)(1)(A). Thus, without regard to the quali-
fied contribution, B is allowed a total contribution deduction of
$42,000 in 2005.

In addition, B may deduct $58,000 of the qualified contribution
in 2005 (the lesser of (i) the $70,000 amount of the qualified con-
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tribution or (i) the $58,000 excess of B’s $100,000 contribution
base over the $42,000 amount otherwise deductible). $12,000 is
treated as a contribution described in section 170(b)(1)(A) paid in
each of the five succeeding taxable years (subject to the limitations
of section 170(d)(1)(A)() and (ii)).

In summary, B’s deduction for 2005 is $100,000; $12,000 may be
carried over as a contribution to an organization described in sec-
tion 170(b)(1)(A) (subject to the limitations of section 170(d)(1)(A)G)
and (ii)); and $35,000 may be carried over as a contribution to an
organization not so described (subject to similar limitations).

Example 3.—Assume corporation X’s taxable income (as defined
in section 170(b)(2)) for 2005 is $100,000; aggregate qualified con-
tributions (which, in the case of a corporation, must be related to
Hurricane Katrina relief efforts) are $100,000; and other charitable
contributions are $20,000. Under the provision, X is allowed a de-
duction of $100,000 for 2005 ($10,000 determined without regard to

ualified contributions plus $90,000 for the qualified contributions).

%20,000 is deductible in each of the five succeeding taxable years
(subject to the limitations of section 170(d)(2)(A)i) and (i)).
$20,000 is the sum of the $10,000 excess referred to in section
170(d)(2)(A) (the excess of $20,000 over $10,000) and the $10,000
excess referred to in section 301(b)(2)(B) of the Act (the excess of
$100,000 over $90,000).

Limitation on overall itemized deductions

Under the provision, the charitable contribution deduction up to
the amount of qualified contributions (as defined above) paid dur-
ing the year is not treated as an itemized deduction for purposes
of the overall limitation on itemized deductions.

Effective Date

The provision is effective on the date of enactment (September
23, 2005).

B. Additional Personal Exemption for Housing Hurricane
Katrina Displaced Individuals (sec. 302 of the Act)

Present Law

In order to determine taxable income, an individual reduces ad-
justed gross income (“AGI”) by any personal exemptions and either
the standard deduction or itemized deductions. Personal exemp-
tions generally are allowed for the taxpayer, his or her spouse if
filing jointly, and any dependents (as defined in sec. 151). Personal
exemptions are not allowed for purposes of determining a tax-
payer’s alternative minimum taxable income.

For 2005, the amount deductible for each personal exemption is
$3,200. This amount is indexed annually for inflation. The deduc-
tion for personal exemptions is phased out ratably for taxpayers
with AGI over certain thresholds. These thresholds are indexed an-
nually for inflation. Specifically, the total amount of exemptions
that may be claimed by a taxpayer is reduced by two percent for
each $2,500 (or portion thereof) by which the taxpayer’s AGI ex-
ceeds the applicable threshold. (The phaseout rate is two percent
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for each $1,250 for married taxpayers filing separate returns.)
Thus, the personal exemptions claimed are phased out over a
$122,500 range (which is not indexed for inflation), beginning at
the applicable threshold. The applicable thresholds for 2005 are
$145,900 for single individuals, $218,950 for married individuals
filing a joint return, $182,450 for heads of households, and
$109,475 for married individuals filing separate returns. For 2005,
the point at which a taxpayer’s personal exemptions are completely
phased out is $268,450 for single individuals, $341,450 for married
individuals filing a joint return, $304,950 for heads of households,
and $170,725 for married individuals filing separate returns.

Explanation of Provision

The provision provides an additional exemption of $500 for each
Hurricane Katrina displaced individual of the taxpayer. The tax-
payer may claim the additional exemption for no more than four
individuals. Thus, the maximum additional exemption amount is
$2,000. The provision applies only for taxable years beginning in
2005 and 2006; however, the exemption with respect to any Hurri-
cane Katrina displaced individual may be claimed only one time for
all taxable years.

A Hurricane Katrina displaced individual is a person (1) whose
principal place of abode on August 28, 2005 was in the Hurricane
Katrina disaster area, (2) who is displaced from such abode, and
(3) who is provided housing free of charge in the taxpayer’s prin-
cipal residence for a period of 60 consecutive days which ends in
the taxable year in which the exemption is claimed. Additionally,
in the case of a person whose principal place of abode on August
28, 2005 was located outside of the core disaster area, in order to
qualify as a displaced individual such person’s abode must have
been damaged by Hurricane Katrina or such person must have
been evacuated from such abode by reason of Hurricane Katrina.
A Hurricane Katrina displaced individual may not be the spouse or
any dependent of the taxpayer. In order to claim the additional ex-
emption, the taxpayer must provide the taxpayer identification
number of the displaced individual. Additionally, the exemption is
not allowed if the taxpayer receives any rent or other amount from
any source in connection with the providing of housing for a dis-
placed individual.

The additional exemption is not subject to the income-based
phaseouts applicable to personal exemptions, and is allowed as a
deduction in computing alternative minimum taxable income.

Effective Date

The provision is effective on the date of enactment (September
23, 2005).

C. Increase in Standard Mileage Rate for Charitable Use of
Vehicles (sec. 303 of the Act)

Present Law

In general, an itemized deduction is permitted for charitable con-
tributions, subject to certain limitations that depend on the type of
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taxpayer, the property contributed, and the donee organization.
Unreimbursed out-of-pocket expenditures made incident to pro-
viding donated services to a qualified charitable organization—such
as out-of-pocket transportation expenses necessarily incurred in
performing donated services—may qualify as a charitable contribu-
tion (Treasury Regulation sec. 1.170A-1(g)). No charitable contribu-
tion deduction is allowed for traveling expenses (including expenses
for meals and lodging) while away from home, whether paid di-
rectly or by reimbursement, unless there is no significant element
of %er)'sonal pleasure, recreation, or vacation in such travel (sec.
1703)).

In determining the amount treated as a charitable contribution
where a taxpayer operates a vehicle in providing donated services
to a charity, the taxpayer either may deduct actual out-of-pocket
expenditures or, in the case of a passenger automobile, may use the
charitable standard mileage rate. The charitable standard mileage
rate is set by statute at 14 cents per mile (sec. 170()). The tax-
payer may also deduct (under either computation method), any
parking fees and tolls incurred in rendering the services, but may
not deduct any amount (regardless of the computation method
used) for general repair or maintenance expenses, depreciation, in-
surance, registration fees, etc. Regardless of the computation meth-
od used, the taxpayer must keep reliable written records of ex-
penses incurred. For example, where a taxpayer uses the charitable
standard mileage rate to determine a deduction, the IRS has stated
that the taxpayer generally must maintain records of miles driven,
time, place (or use), and purpose of the mileage. If the charitable
standard mileage rate is not used to determine the deduction, the
taxpayer generally must maintain reliable written records of actual
expenses incurred.

In lieu of actual operating expenses, an optional standard mile-
age rate may be used in computing the deductible costs of business
use of an automobile. The business standard mileage rate is deter-
mined by the IRS and updated periodically. For expenses incurred
on or after January 1, 2005, and before September 1, 2005, the
business standard mileage rate specified by the IRS is 40.5 cents
per mile. For expenses incurred on or after September 1, 2005, and
before January 1, 2006, the business standard mileage rate speci-
fied by the IRS is 48.5 cents per mile (IRS Announcement 2005—
99 (September 9, 2005)).

The standard mileage rate for charitable purposes is lower than
the standard business rate because the charitable rate covers only
the out-of-pocket operating expenses (including gasoline and oil) di-
rectly related to the use of the automobile in performing the do-
nated services that a taxpayer may deduct as a charitable contribu-
tion. The charitable rate does not include costs that are not deduct-
ible as a charitable contribution such as general repair or mainte-
nance expenses, depreciation, insurance, and registration fees.
Such costs are, however, included in computing the business stand-
ard mileage rate.

Explanation of Provision

The provision allows a taxpayer who uses a vehicle in providing
donated services to charity solely for the provision of relief related
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to Hurricane Katrina to compute the taxpayer’s charitable mileage
deduction using a rate (rounded to the next highest cent) equal to
70 percent of the business mileage rate in effect on the date of the
contribution, rather than the charitable standard mileage rate gen-
erally in effect under section 170(i) (14 cents per mile). For pur-
poses of this provision, the term vehicle includes any vehicle de-
scribed in section 170(f)(12)(E)(i) (i.e., a motor vehicle manufac-
tured primarily for use on the public streets, roads, and highways).
As an alternative to determining the amount of the deduction using
the mileage rate described in the provision, a taxpayer may deter-
mine the amount of the deduction using actual out-of-pocket ex-
penditures.

It is intended that in addition to the present law substantiation
requirements for use of the statutory mileage rate, a taxpayer must
substantiate that expenses are incurred in providing relief related
to Hurricane Katrina. The present-law statutory rate applies if a
taxpayer fails to substantiate that the expenses are incurred for
the provision of relief related to Hurricane Katrina, assuming all
other present-law requirements are met.

The provision applies for purposes of contributions made during
the period beginning on August 25, 2005, and ending on December
31, 2006.

Effective Date

The provision is effective on the date of enactment (September
23, 2005).

D. Mileage Reimbursements to Charitable Volunteers
Excluded From Gross Income (sec. 304 of the Act)

Present Law

In general, an itemized deduction is permitted for charitable con-
tributions, subject to certain limitations that depend on the type of
taxpayer, the property contributed, and the donee organization.
Unreimbursed out-of-pocket expenditures made incident to pro-
viding donated services to a qualified charitable organization—such
as out-of-pocket transportation expenses necessarily incurred in
performing donated services—may qualify as a charitable contribu-
tion (Treasury Regulation sec. 1.170A-1(g)). No charitable contribu-
tion deduction is allowed for traveling expenses (including expenses
for meals and lodging) while away from home, whether paid di-
rectly or by reimbursement, unless there is no significant element
of personal pleasure, recreation, or vacation in such travel (sec.
1703)).

In determining the amount treated as a charitable contribution
where a taxpayer operates a vehicle in providing donated services
to a charity, the taxpayer either may deduct actual out-of-pocket
expenditures or, in the case of a passenger automobile, may use the
charitable standard mileage rate. The charitable standard mileage
rate is set by statute at 14 cents per mile (sec. 170(i)). The tax-
payer may also deduct (under either computation method), any
parking fees and tolls incurred in rendering the services, but may
not deduct any amount (regardless of the computation method
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used) for general repair or maintenance expenses, depreciation, in-
surance, registration fees, etc. Regardless of the computation meth-
od used, the taxpayer must keep reliable written records of ex-
penses incurred. For example, where a taxpayer uses the charitable
standard mileage rate to determine a deduction, the IRS has stated
that the taxpayer generally must maintain records of miles driven,
time, place (or use), and purpose of the mileage. If the charitable
standard mileage rate is not used to determine the deduction, the
taxpayer generally must maintain reliable written records of actual
expenses incurred.

In lieu of actual operating expenses, an optional standard mile-
age rate may be used in computing the deductible costs of business
use of an automobile. The business standard mileage rate is deter-
mined by the IRS and updated periodically. For expenses incurred
on or after January 1, 2005, and before September 1, 2005, the
business standard mileage rate specified by the IRS is 40.5 cents
per mile. For expenses incurred on or after September 1, 2005, and
before January 1, 2006, the business standard mileage rate speci-
fied by the IRS is 48.5 cents per mile (IRS Announcement 2005—
99 (September 9, 2005)).

The standard mileage rate for charitable purposes is lower than
the standard business rate because the charitable rate covers only
the out-of-pocket operating expenses (including gasoline and oil) di-
rectly related to the use of the automobile in performing the do-
nated services that a taxpayer may deduct as a charitable contribu-
tion. The charitable rate does not include costs that are not deduct-
ible as a charitable contribution such as general repair or mainte-
nance expenses, depreciation, insurance, and registration fees.
Such costs are, however, included in computing the business stand-
ard mileage rate.

Volunteer drivers who are reimbursed for mileage expenses have
taxable income to the extent the reimbursement exceeds deductible
travel expenses. Employees who are reimbursed for mileage ex-
penses under a qualified arrangement that pays a mileage allow-
ance in lieu of reimbursing actual expenses generally have taxable
income to the extent the reimbursement exceeds the amount of the
bu?iness standard mileage rate multiplied by the actual business
miles.

Explanation of Provision

Under the provision, reimbursement by an organization de-
scribed in section 170(c) (including public charities and private
foundations) to a volunteer for the costs of using a passenger auto-
mobile in providing donated services to charity solely for the provi-
sion of relief related to Hurricane Katrina is excludable from the
gross income of the volunteer up to an amount that does not exceed
the amount that would be computed using the business standard
mileage rate (as periodically adjusted), provided that recordkeeping
requirements applicable to deductible business expenses are satis-
fied. The provision does not permit a volunteer to claim a deduction
or credit with respect to amounts excluded under the provision.

The provision applies for purposes of use of a passenger auto-
mobile during the period beginning on August 25, 2005, and ending
on December 31, 2006.
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Effective Date

The provision is effective on the date of enactment (September
23, 2005).

E. Charitable Deduction for Contributions of Food
Inventory (sec. 305 of the Act and sec. 170 of the Code)

Present Law

Under present law, a taxpayer’s deduction for charitable con-
tributions of inventory generally is limited to the taxpayer’s basis
(typically, cost) in the inventory, or if less the fair market value of
the inventory.

For certain contributions of inventory, C corporations may claim
an enhanced deduction equal to the lesser of (1) basis plus one-half
of the item’s appreciation (i.e., basis plus one-half of fair market
value in excess of basis) or (2) two times basis (sec. 170(e)(3)). In
general, a C corporation’s charitable contribution deductions for a
year may not exceed 10 percent of the corporation’s taxable income
(sec. 170(b)(2)). To be eligible for the enhanced deduction, the con-
tributed property generally must be inventory of the taxpayer, con-
tributed to a charitable organization described in section 501(c)(3)
(except for private nonoperating foundations), and the donee must
(1) use the property consistent with the donee’s exempt purpose
solely for the care of the ill, the needy, or infants, (2) not transfer
the property in exchange for money, other property, or services,
and (3) provide the taxpayer a written statement that the donee’s
use of the property will be consistent with such requirements. In
the case of contributed property subject to the Federal Food, Drug,
and Cosmetic Act, the property must satisfy the applicable require-
ments of such Act on the date of transfer and for 180 days prior
to the transfer.

A donor making a charitable contribution of inventory must
make a corresponding adjustment to the cost of goods sold by de-
creasing the cost of goods sold by the lesser of the fair market
value of the property or the donor’s basis with respect to the inven-
tory (Treas. Reg. sec. 1.170A—4A(c)(3)). Accordingly, if the allowable
charitable deduction for inventory is the fair market value of the
inventory, the donor reduces its cost of goods sold by such value,
with the result that the difference between the fair market value
and the donor’s basis may still be recovered by the donor other
than as a charitable contribution.

Explanation of Provision 254

Under the provision, any taxpayer, whether or not a C corpora-
tion, engaged in a trade or business is eligible to claim the en-
hanced deduction for donations of food inventory. For taxpayers
other than C corporations, the total deduction for donations of food
inventory in a taxable year generally may not exceed 10 percent of
the taxpayer’s net income for such taxable year from all sole pro-
prietorships, S corporations, or partnerships (or other entity that is

254The provision was subsequently extended in section 1202 of the Pension Protection Act of
2006, Pub. L. No. 109-280, described in Part Thirteen.
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not a C corporation) from which contributions of apparently whole-
some food are made. For example, if a taxpayer is a sole proprietor,
a shareholder in an S corporation, and a partner in a partnership,
and each business makes charitable contributions of food inventory,
the taxpayer’s deduction for donations of food inventory is limited
to 10 percent of the taxpayer’s net income from the sole proprietor-
ship and the taxpayer’s interests in the S corporation and partner-
ship. However, if only the sole proprietorship and the S corporation
made charitable contributions of food inventory, the taxpayer’s de-
duction would be limited to 10 percent of the net income from the
trade or business of the sole proprietorship and the taxpayer’s in-
terest in the S corporation, but not the taxpayer’s interest in the
partnership.

Under the provision, the enhanced deduction is available only for
food that qualifies as “apparently wholesome food.” “Apparently
wholesome food” is defined as food intended for human consump-
tion that meets all quality and labeling standards imposed by Fed-
eral, State, and local laws and regulations even though the food
may not be readily marketable due to appearance, age, freshness,
grade, size, surplus, or other conditions.

The provision does not apply to contributions made after Decem-
ber 31, 2005.

Effective Date

The provision is effective for contributions made on or after Au-
gust 28, 2005, in taxable years ending after such date.

F. Charitable Deduction for Contributions of Book Inven-
tories to Public Schools (sec. 306 of the Act and sec. 170
of the Code)

Present Law

Under present law, a taxpayer’s deduction for charitable con-
tributions of inventory generally is limited to the taxpayer’s basis
(typically, cost) in the inventory, or if less the fair market value of
the inventory.

For certain contributions of inventory, C corporations may claim
an enhanced deduction equal to the lesser of (1) basis plus one-half
of the item’s appreciation (i.e., basis plus one-half of fair market
value in excess of basis) or (2) two times basis (sec. 170(e)(3)). To
be eligible for the enhanced deduction, the contributed property
generally must be inventory of the taxpayer, contributed to a chari-
table organization described in section 501(c)(3) (except for private
nonoperating foundations), and the donee must: (1) use the prop-
erty consistent with the donee’s exempt purpose solely for the care
of the ill, the needy, or infants, (2) not transfer the property in ex-
change for money, other property, or services, and (3) provide the
taxpayer a written statement that the donee’s use of the property
will be consistent with such requirements.

A donor making a charitable contribution of inventory must
make a corresponding adjustment to the cost of goods sold by de-
creasing the cost of goods sold by the lesser of the fair market
value of the property or the donor’s basis with respect to the inven-
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tory (Treas. Reg. sec. 1.170A—4A(c)(3)). Accordingly, if the allowable
charitable deduction for inventory is the fair market value of the
inventory, the donor reduces its cost of goods sold by such value,
with the result that the difference between the fair market value
and the donor’s basis may still be recovered by the donor other
than as a charitable contribution.

Explanation of Provision 255

The provision extends the present-law enhanced deduction for C
corporations to qualified book contributions. A qualified book con-
tribution means a charitable contribution of books to a public
school that provides elementary education or secondary education
(kindergarten through grade 12) and that is an educational organi-
zation that normally maintains a regular faculty and curriculum
and normally has a regularly enrolled body of pupils or students
in attendance at the place where its educational activities are regu-
larly carried on. The enhanced deduction is not allowed unless the
donee organization certifies in writing that the contributed books
are suitable, in terms of currency, content, and quantity, for use in
the donee’s educational programs and that the donee will use the
books in such educational programs.

The provision does not apply to contributions made after Decem-
ber 31, 2005.

Effective Date

The provision is effective for contributions made on or after Au-
gust 28, 2005, in taxable years ending after such date.

255 The provision was subsequently extended in section 1204 of the Pension Protection Act of
2006, Pub. L. No. 109-280, described in Part Thirteen.



TITLE IV—ADDITIONAL TAX RELIEF PROVISIONS

A. Exclusion for Certain Cancellations of Indebtedness by
Reason of Hurricane Katrina (sec. 401 of the Act)

Present Law

Gross income includes income that is realized by a debtor from
the discharge of indebtedness, subject to certain exceptions for
debtors in Title 11 bankruptcy cases, insolvent debtors, certain
farm indebtedness, and certain real property business indebtedness
(secs. 61(a)(12) and 108). In cases involving discharges of indebted-
ness that are excluded from gross income (except for discharges of
real property business indebtedness), taxpayers generally exclude
discharge of indebtedness from income but reduce tax attributes by
the amount of the discharge of indebtedness. The amount of dis-
charge of indebtedness excluded from income by an insolvent debt-
or not in a Title 11 bankruptcy case cannot exceed the amount by
which the debtor is insolvent. For all taxpayers, the amount of dis-
charge of indebtedness generally is equal to the difference between
the adjusted issue price of the debt being cancelled and the amount
used to satisfy the debt. These rules generally apply to the ex-
change of an old obligation for a new obligation, including a modi-
fication of indebtedness that is treated as an exchange (a debt- for-
debt exchange).

Present law generally requires “applicable entities” to file infor-
mation returns with the IRS regarding any discharge of indebted-
ness in the amount of $600 or more (sec. 6050P). This requirement
applies without regard to whether the debtor is subject to tax on
the discharged indebtedness. The term “applicable entities” (as de-
fined in sec. 6050P(c)(1) includes: (1) any financial institution (as
described in section 581 (relating to banks) or section 591(a) (relat-
ing to savings institutions)); (2) any credit union; (3) any corpora-
tion that is a direct or indirect subsidiary of an entity described in
(1) or (2) which, by virtue of being affiliated with such entity, is
subject to supervision and examination by a Federal or State agen-
cy regulating such entities; (4) the Federal Deposit Insurance Cor-
poration, the Resolution Trust Corporation, the National Credit
Union Administration, certain other Federal executive agencies,
and any successor or subunit of any of them; (5) an executive, judi-
cial, or legislative agency (as defined in 31 U.S.C. section
3701(a)(4)); and (6) any other organization a significant trade or
business of which is the lending of money. Failures to file correct
information returns with the IRS or to furnish statements to tax-
payers with respect to these discharges of indebtedness are subject
to the same general penalty that is imposed with respect to failures
to provide other types of information returns. Accordingly, the pen-
alty for failure to furnish statements to taxpayers generally is $50

(154)
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per failure, subject to a maximum of $100,000 for any calendar
year. These penalties are not applicable if the failure is due to rea-
sonable cause and not to willful neglect.

Explanation of Provision

The provision provides that gross income of a qualified individual
does not include any amount which would otherwise be includible
in gross income by reason of a discharge (in whole or in part) of
nonbusiness debt if the indebtedness is discharged by an applicable
entity. For these purposes, nonbusiness debt is any indebtedness
other than indebtedness incurred in connection with a trade or
business. The discharge of indebtedness relief allowed under this
provision does not apply to any indebtedness to the extent that real
property constituting security for such indebtedness is located out-
side the Hurricane Katrina disaster area. As under the present-law
rules, the amount excluded from gross income under this provision
reduces the tax attributes of the taxpayer.

A qualified individual is any natural person if the principal place
of abode of such person on August 25, 2005 was located: (1) in the
core disaster area; or (2) in the Hurricane Katrina disaster area
and such person suffered economic loss by reason of Hurricane
Katrina. An applicable entity is defined as under present-law sec-
tion 6050P(c)(1).

The provision does not apply to discharges made after December
31, 2006.

Effective Date

The provision applies to discharges made on or after August 25,
2005.

B. Suspension of Certain Limitations on Personal Casualty
Losses (sec. 402 of the Act)

Present Law

Under present law, a taxpayer may generally claim a deduction
for any loss sustained during the taxable year and not compensated
by insurance or otherwise (sec. 165). For individual taxpayers, de-
ductible losses must be incurred in a trade or business or other
profit-seeking activity or consist of property losses arising from fire,
storm, shipwreck, or other casualty, or from theft. Personal cas-
ualty or theft losses are deductible only if they exceed $100 per cas-
ualty or theft. In addition, aggregate net casualty and theft losses
are deductible only to the extent they exceed 10 percent of an indi-
vidual taxpayer’s adjusted gross income.

Explanation of Provision

The provision removes two limitations on personal casualty or
theft losses to the extent those losses arise in the Hurricane
Katrina disaster area on or after August 25, 2005, and are attrib-
utable to Hurricane Katrina. First, personal casualty or theft losses
meeting the above requirements need not exceed $100 per casualty
or theft. Second, such losses are deductible without regard to
whether aggregate net losses exceed 10 percent of a taxpayer’s ad-
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justed gross income. For purposes of applying the 10 percent
threshold to other personal casualty or theft losses, losses deduct-
ible under this provision are disregarded. Thus, the provision has
the effect of treating personal casualty or theft losses from Hurri-
cane Katrina as a deduction separate from all other casualty losses.

Effective Date

The provision is effective for losses arising on or after August 25,
2005.

C. Required Exercise of IRS Administrative Authority (sec.
403 of the Act)

Present

General time limits for filing tax returns

Individuals generally must file their Federal income tax returns
by April 15 of the year following the close of a taxable year. The
Secretary may grant reasonable extensions of time for filing such
returns. Treasury regulations provide an additional automatic two-
month extension (until June 15 for calendar-year individuals) for
United States citizens and residents in military or naval service on
duty on April 15 of the following year (the otherwise applicable due
date of the return) outside the United States. No action is nec-
essary to apply for this extension, but taxpayers must indicate on
their returns (when filed) that they are claiming this extension.
Unlike most extensions of time to file, this extension applies to
both filing returns and paying the tax due.

Treasury regulations also provide, upon application on the proper
form, an automatic four-month extension (until August 15 for cal-
endar-year individuals) for any individual timely filing that form
and paying the amount of tax estimated to be due.

In general, individuals must make quarterly estimated tax pay-
ments by April 15, June 15, September 15, and January 15 of the
following taxable year. Wage withholding is considered to be a pay-
ment of estimated taxes.

Suspension of time periods

In general, the period of time for performing various acts under
the Code, such as filing tax returns, paying taxes, or filing a claim
for credit or refund of tax, is suspended for any individual serving
in the Armed Forces of the United States in an area designated as
a “combat zone” or when deployed outside the United States away
from the individual’s permanent duty station while participating in
an operation designated by the Secretary of Defense as a “contin-
gency operation” or that becomes a contingency operation. The sus-
pension of time also applies to an individual serving in support of
such Armed Forces in the combat zone or contingency operation,
such as Red Cross personnel, accredited correspondents, and civil-
ian personnel acting under the direction of the Armed Forces in
support of those Forces. The designation of a combat zone must be
made by the President in an Executive Order. A contingency oper-
ation is defined as a military operation that is designated by the
Secretary of Defense as an operation in which members of the
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Armed Forces are or may become involved in military actions, oper-
ations, or hostilities against an enemy of the United States or
against an opposing military force, or results in the call or order
to (or retention of) active duty of members of the uniformed serv-
ices during a war or a national emergency declared by the Presi-
dent or Congress.

The suspension of time encompasses the period of service in the
combat zone during the period of combatant activities in the zone
or while participating in a contingency operation, as well as (1) any
time of continuous qualified hospitalization resulting from injury
received in the combat zone or contingency operation or (2) time in
missing in action status, plus the next 180 days.

The suspension of time applies to the following acts:

1. Filing any return of income, estate, or gift tax (except em-
ployment and withholding taxes);

2. Payment of any income, estate, or gift tax (except employ-
ment and withholding taxes);

3. Filing a petition with the Tax Court for redetermination
(()jf a deficiency, or for review of a decision rendered by the Tax

ourt;

4. Allowance of a credit or refund of any tax;

5. Filing a claim for credit or refund of any tax;

6. Bringing suit upon any such claim for credit or refund;

7. Assessment of any tax;

8. Giving or making any notice or demand for the payment
of any tax, or with respect to any liability to the United States
in respect of any tax;

9. Collection of the amount of any liability in respect of any
tax;

10. Bringing suit by the United States in respect of any li-
ability in respect of any tax; and

11. Any other act required or permitted under the internal
revenue laws specified by the Secretary of the Treasury.

In the case of a Presidentially declared disaster or a terroristic
or military action, the Secretary of the Treasury also has authority
to prescribe a period of up to one year that may be disregarded for
performing any of the acts listed above. The Secretary also may
suspend the accrual of any interest, penalty, additional amount, or
addition to tax for taxpayers in the affected areas.

Explanation of Provision

The provision clarifies the scope of the Secretary’s authority to
suspend the time period for certain acts. The provision also adds
employment and excise taxes to those items for which the Sec-
retary may suspend filing and payment requirements for taxpayers
serving in combat zones or contingency operations, as well as tax-
payers affected by Presidentially declared disasters or terroristic or
military actions.

In the case of taxpayers determined to be affected by the Presi-
dentially declared disaster relating to Hurricane Katrina, any ad-
ministrative relief from required acts, such as filing tax returns,
paying taxes, or filing a claim for credit or refund of tax, shall be
for a period ending not earlier than February 28, 2006. The provi-
sion also clarifies that any administrative relief provided to tax-
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payers affected by Hurricane Katrina prior to the date of enact-
ment shall be treated as applying to the filing of returns relating
to, and the payment of, employment and excise taxes.

Effective Date

The provision extending IRS administrative relief relating to
Hurricane Katrina until at least February 28, 2006, is effective on
the date of enactment (September 23, 2005). The amendments add-
ing employment and excise taxes to those items for which the Sec-
retary may suspend filing and payment requirements are effective
for any period for performing an act which has not expired before
August 25, 2005.

D. Special Rules for Mortgage Revenue Bonds (sec. 404 of
the Act)

Present Law

In general

Under present law, gross income does not include interest on
State or local bonds (sec. 103). State and local bonds are classified
generally as either governmental bonds or private activity bonds.
Governmental bonds are bonds which are primarily used to finance
governmental functions or which are repaid with governmental
funds. Private activity bonds are bonds with respect to which the
State or local government serves as a conduit providing financing
to nongovernmental persons (e.g., private businesses or individ-
uals). The exclusion from income for State and local bonds does not
apply to private activity bonds, unless the bonds are issued for cer-
tain permitted purposes (“qualified private activity bonds”) (secs.
103(b)(1) and 141).

Qualified mortgage bonds

The definition of a qualified private activity bond includes a
qualified mortgage bond (sec. 143). Qualified mortgage bonds are
issued to make mortgage loans to qualified mortgagors for the pur-
chase, improvement, or rehabilitation of owner-occupied residences.
The Code imposes several limitations on qualified mortgage bonds,
including income limitations for homebuyers and purchase price
limitations for the home financed with bond proceeds. In addition
to these limitations, qualified mortgage bonds generally cannot be
used to finance a mortgage for a homebuyer who had an ownership
interest in a principal residence in the three years preceding the
execution of the mortgage (the “first-time homebuyer” require-
ment). The first-time homebuyer requirement does not apply to tar-
geted area residences. A targeted area residence is one located in
either (1) a census tract in which at least 70 percent of the families
have an income which is 80 percent or less of the state-wide me-
dian income or (2) an area of chronic economic distress.

Qualified mortgage bonds also may be used to finance qualified
home-improvement loans. Qualified home-improvement loans are
defined as loans to finance alterations, repairs, and improvements
on an existing residence, but only if such alterations, repairs, and
improvements substantially protect or improve the basic livability
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or energy efficiency of the property. Under present law, qualified
home-improvement loans may not exceed $15,000.

A temporary provision waived the first-time homebuyer require-
ment for residences located in certain Presidentially declared dis-
aster areas (sec. 143(k)(11)). In addition, residences located in such
areas were treated as targeted area residences for purposes of the
income and purchase price limitations. The special rule for resi-
dences located in Presidentially declared disaster areas does not
apply to bonds issued after January 1, 1999.

Explanation of Provision 256

The provision waives the first-time homebuyer requirement for
qualified Hurricane Katrina recovery residences by treating such
residences as if they were targeted area residences. A qualified
Hurricane Katrina recovery residence is defined as (1) any resi-
dence located in the core disaster area and (2) any other residence
if, on August 28, 2005, the mortgagor of such residence owned a
principal residence in the Hurricane Katrina disaster area that was
rendered uninhabitable by reason of Hurricane Katrina and the
residence being financed is located in the same State as the prior
principal residence. The provision applies to residences financed be-
fore January 1, 2008.

The provision also increases from $15,000 to $150,000 the per-
mitted amount of a qualified home-improvement loan with respect
to residences located in the Hurricane Katrina disaster area to the
extent such loan is for the repair of damage caused by Hurricane
Katrina.

Effective Date

The provision is effective on the date of enactment (September
23, 2005).

E. Extension of Replacement Period for Nonrecognition of
Gain (sec. 405 of the Act)

Present Law

Generally, a taxpayer realizes gain to the extent the sales price
(and any other consideration received) exceeds the taxpayer’s basis
in the property. The realized gain is subject to current income tax
unless the gain is deferred or not recognized under a special tax
provision.

Under section 1033, gain realized by a taxpayer from an involun-
tary conversion of property is deferred to the extent the taxpayer
purchases property similar or related in service or use to the con-
verted property within the applicable period. The taxpayer’s basis
in the replacement property generally i1s the cost of such property,
reduced by the amount of gain not recognized.

The applicable period for the taxpayer to replace the converted
property begins with the date of the disposition of the converted
property (or if earlier, the earliest date of the threat or imminence

256 The provision was subsequently extended in section 104 of the Gulf Opportunity Zone Act
of 2005, Pub. L. No. 109-135, described in Part Nine.
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of requisition or condemnation of the converted property) and ends
two years after the close of the first taxable year in which any part
of the gain upon conversion is realized (the “replacement period”).

Special rules extend the replacement period for certain real prop-
erty and principal residences damaged by a Presidentially declared
disaster to three years and four years, respectively, after the close
of the first taxable year in which gain is realized. Similarly, the re-
placement period for livestock sold on account of drought, flood, or
other weather-related conditions is extended from two years to four
years after the close of the first taxable year in which any part of
the gain on conversion is realized. In the case of property
compulsorily or involuntarily converted as a result of the terrorist
attacks on September 11, 2001, in the New York Liberty Zone, the
replacement period is extended from two years to five years, but
only if substantially all of the use of the replacement property is
in the city of New York (sec. 1400L(g)).

Explanation of Provision

The provision extends from two to five years the replacement pe-
riod in which a taxpayer may replace converted property, in the
case of property that is in the Hurricane Katrina disaster area and
that is compulsorily or involuntarily converted on or after August
25, 2005, by reason of Hurricane Katrina. Substantially all of the
use of the replacement property must be in this area.

Effective Date

The provision is effective on the date of enactment (September
23, 2005).

F. Special Look-Back Rule for Determining Earned Income
Credit and Refundable Child Credit (sec. 406 of the Act)

Present Law

Present law provides eligible taxpayers with an earned income
credit and a child credit. In general, the earned income credit is a
refundable credit for low-income workers (sec. 32). The amount of
the credit depends on the earned income of the taxpayer and
whether the taxpayer has one, more than one, or no qualifying chil-
dren. Earned income generally includes wages, salaries, tips, and
other employee compensation, plus net earnings from self-employ-
ment.

Taxpayers with incomes below certain threshold amounts are eli-
gible for a $1,000 credit for each qualifying child (sec. 24). The
child credit is refundable to the extent of 15 percent of the tax-
payer’s earned income in excess of $10,000. (The $10,000 income
threshold is indexed for inflation and is currently $11,000 for
2005.) Families with three or more children are allowed a refund-
able credit for the amount by which the taxpayer’s social security
taxes exceed the taxpayer’s earned income credit, if that amount is
greater than the refundable credit based on the taxpayer’s earned
income in excess of $10,000 (indexed for inflation).
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Explanation of Provision

The provision permits qualified individuals to elect to calculate
their earned income credit and refundable child credit for the tax-
able year which includes August 25, 2005, using their earned in-
come from the prior taxable year. Qualified individuals are per-
mitted to make the election only if their earned income for the tax-
able year which includes August 25, 2005, is less than their earned
income for the preceding taxable year. Qualified individuals are (1)
individuals who on August 25, 2005, had their principal place of
abode in the core disaster area or (2) individuals who on such date
were not in the core disaster area but lived in the Hurricane
Katrina disaster area and were displaced from their homes.

For purposes of the provision, in the case of a joint return for a
taxable year which includes August 25, 2005, the provision applies
if either spouse is a qualified individual. In such cases, the earned
income which is attributable to the taxpayer for the preceding tax-
able year is the sum of the earned income which is attributable to
each spouse for such preceding taxable year.

Any election to use the prior year’s earned income under the pro-
vision applies with respect to both the earned income credit and re-
fundable child credit. For administrative purposes, the incorrect
use on a return of earned income pursuant to an election under
this provision is treated as a mathematical or clerical error. An
election under the provision is disregarded for purposes of calcu-
lating gross income in the election year.

Effective Date

The provision is effective for the taxable year of a qualified indi-
vidual that includes August 25, 2005.

G. Secretarial Authority to Make Adjustments Regarding
Taxpayer and Dependency Status for Taxpayers Affected
by Hurricane Katrina (sec. 407 of the Act)

Present Law

In order to determine taxable income, an individual reduces ad-
justed gross income (“AGI”) by any personal exemptions and either
the standard deduction or itemized deductions. Personal exemp-
tions generally are allowed for the taxpayer, his or her spouse, and
any dependents (as defined in sec. 151). Personal exemptions are
not allowed for purposes of determining a taxpayer’s alternative
minimum taxable income.

For 2005, the amount deductible for each personal exemption is
$3,200. This amount is indexed annually for inflation. The deduc-
tion for personal exemptions is phased out ratably for taxpayers
with AGI over certain thresholds. These thresholds are indexed an-
nually for inflation. Specifically, the total amount of exemptions
that may be claimed by a taxpayer is reduced by two percent for
each $2,500 (or portion thereof) by which the taxpayer’s AGI ex-
ceeds the applicable threshold. (The phaseout rate is two percent
for each $1,250 for married taxpayers filing separate returns.)
Thus, the personal exemptions claimed are phased out over a
$122,500 range (which is not indexed for inflation), beginning at
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the applicable threshold. The applicable thresholds for 2005 are
$145,900 for single individuals, $218,950 for married individuals
filing a joint return, $182,450 for heads of households, and
$109,475 for married individuals filing separate returns. For 2005,
the point at which a taxpayer’s personal exemptions are completely
phased out is $268,450 for single individuals, $341,450 for married
individuals filing a joint return, $304,950 for heads of households,
and $170,725 for married individuals filing separate returns.

Present law provides eligible taxpayers with an earned income
credit and a child credit. In general, the earned income credit is a
refundable credit for low-income workers. The amount of the credit
depends on the earned income of the taxpayer and whether the tax-
payer has one, more than one, or no qualifying children. Earned in-
come generally includes wages, salaries, tips, and other employee
compensation, plus net earnings from self-employment.

Taxpayers with incomes below certain threshold amounts are eli-
gible for a $1,000 credit for each qualifying child. The child credit
is refundable to the extent of 15 percent of the taxpayer’s earned
income in excess of $10,000. (The $10,000 income threshold is in-
dexed for inflation and is currently $11,000 for 2005.) Families
with three or more children are allowed a refundable credit for the
amount by which the taxpayer’s social security taxes exceed the
taxpayer’s earned income credit, if that amount is greater than the
refundable credit based on the taxpayer’s earned income in excess
of $10,000 (indexed for inflation).

Explanation of Provision

The provision authorizes the Secretary to make such adjustments
in the application of the Federal tax laws as may be necessary to
ensure that taxpayers do not lose any deduction or credit or experi-
ence a change of filing status by reason of temporary relocations
caused by Hurricane Katrina. Such adjustments may include, for
example, addressing the application of the residency requirements
relating to dependency exemptions in the case of relocations due to
Hurricane Katrina. Any adjustments made under this provision
must insure that an individual is not taken into account by more
than one taxpayer with respect to the same tax benefit.

The provision applies only for taxable years beginning in 2005 or
2006.

Effective Date

The provision is effective on the date of enactment (September
23, 2005).



PART EIGHT: SPORTFISHING AND RECREATIONAL
BOATING SAFETY AMENDMENTS ACT OF 2005 (PUBLIC
LAW 109-74) 257

A. Sportfishing and Recreational Boating Safety Amend-
ments Act of 2005 (secs. 101 and 301 of the Act and sec.
9504 of the Code)

Present Law

Prior to October 1, 2005, the effective date of the Sportfishing
and Recreational Boating Safety Act of 2005 (the “Sportfishing
Act”),258 section 9504(c) provided that amounts in the Boat Safety
Account of the Aquatic Resources Trust Fund would be available
for making expenditures before August 15, 2005, to carry out the
purposes of the applicable expenditure provisions.259 The
Sportfishing Act eliminated the Aquatic Resources Trust Fund and
future transfers to the Boat Safety Account and transformed the
Sport Fish Restoration Account of the Aquatic Resources Trust
Fund into the Sport Fish Restoration and Boating Trust Fund.
Under the Sportfishing Act, existing amounts in the Boat Safety
Account, plus interest accrued on interest-bearing obligations of
such account, are made available after September 30, 2005 as pro-
vided under expenditure provisions.260 The expenditure provisions
also authorize the appropriation of amounts into the Sport Fish
Restoration and Boating Trust Fund for the uses authorized in the
expenditure provisions, including for boating safety. However, the
Sportfishing Act does not provide that amounts in the Boat Safety
Account would be available for making expenditures after August
14, 2005 and before October 1, 2005.

Explanation of Provision

Except for specific expenditures stated in the Act, the provision
temporarily preserves the provisions of law existing prior to the en-
actment of the Sportfishing Act,261 during the period from the date
of enactment of the Sportfishing Act through September 30, 2005.

257H.R. 3649. The House passed the bill on the suspension calendar on September 13, 2005.
The Senate passed the bill by unanimous consent on September 15, 2005. The President signed
the bill on September 29, 2005.

258 Pub. L. No. 109-59, secs. 10101-10143, enacted August 10, 2005.

259 Expenditures from the Boat Safety Account are subject to annual appropriations.

260 The expenditure provisions are codified at 16 U.S.C. sec. 777 et seq., as amended by the
Sportfishing and Recreational Boating Safety Act of 2005.

261These rules are generally found in the Act of August 9, 1950, 64 Stat. 430 (codified at 16
U.S.C. sec. 777 et seq.) (“An Act to provide that the United States shall aid the States in fish
restoration and management projects, and for other purposes,” commonly referred to as the Din-
gell-Johnson Sport Fish Restoration Act.).
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Effective Date

The provisions are effective on the date of enactment (September
29, 2005).



PART NINE: GULF OPPORTUNITY ZONE ACT OF 2005
(PUBLIC LAW 109-135) 262

TITLE I—ESTABLISHMENT OF GULF OPPORTUNITY
ZONE

A. Tax Benefits for Gulf Opportunity Zone

1. Definitions of “Gulf Opportunity Zone,” “Rita GO Zone,”
“Wilma GO Zone,” and other definitions (sec. 101 of the
Act and new sec. 1400M of the Code)

General Definitions

Gulf Opportunity Zone

For purposes of the Act, the “Gulf Opportunity Zone” is defined
as that portion of the Hurricane Katrina Disaster Area determined
by the President to warrant individual or individual and public as-
sistance from the Federal Government under the Robert T. Stafford
Disaster Relief and Emergency Assistance Act by reason of Hurri-
cane Katrina.

Hurricane Katrina disaster area

The term “Hurricane Katrina disaster area” means an area with
respect to which a major disaster has been declared by the Presi-
dent before September 14, 2005, under section 401 of the Robert T.
Stafford Disaster Relief and Emergency Assistance Act by reason
of Hurricane Katrina.

Rita GO Zone

The term “Rita GO Zone” means that portion of the Hurricane
Rita disaster area determined by the President to warrant indi-
vidual or individual and public assistance from the Federal Govern-
ment under section 401 of the Robert T. Stafford Disaster Relief
and Emergency Assistance Act by reason of Hurricane Rita.

Hurricane Rita disaster area

The term “Hurricane Rita disaster area” means an area with re-
spect to which a major disaster has been declared by the President
before October 6, 2005, under section 401 of the Robert T. Stafford

262H.R. 4440. The House passed the bill on the suspension calendar on December 7, 2005.
The Senate passed the bill with an amendment by unanimous consent on December 16, 2005.
The House agreed to the Senate amendment without objection on December 16, 2005. The Presi-
dent signed the bill on December 22, 2005. For a technical explanation of the bill prepared by
the staff of the Joint Committee on Taxation, see Joint Committee on Taxation, Technical Ex-
planation of the Revenue Provisions of H.R. 4440, the “Gulf Opportunity Zone Act of 2005” as
Passed by the House of Representatives and the Senate (JCX-88-05), December 16, 2005. For
references to the technical explanation, see 151 Cong. Rec. H 11940 (December 16, 2005) and
151 Cong. Rec. S 14028 (December 19, 2005).
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Disaster Relief and Emergency Assistance Act, by reason of Hurri-
cane Rita.

Wilma GO Zone

The term “Wilma GO Zone” means that portion of the Hurricane
Wilma disaster area determined by the President to warrant indi-
vidual or individual and public assistance from the Federal Govern-
ment under section 401 of the Robert T. Stafford Disaster Relief
and Emergency Assistance Act by reason of Hurricane Wilma.

Hurricane Wilma disaster area

The term “Hurricane Wilma disaster area” means an area with
respect to which a major disaster has been declared by the Presi-
dent before November 14, 2005, under section 401 of the Robert T.
Stafford Disaster Relief and Emergency Assistance Act, by reason
of Hurricane Wilma.

2. Tax-exempt bond financing for the Gulf Opportunity Zone
(sec. 101 of the Act and new sec. 1400N(a) of the Code)

Present Law
Rules governing issuance of tax-exempt bonds

In general

Under present law, gross income generally does not include inter-
est on State or local bonds (sec. 103). State and local bonds are
classified generally as either governmental bonds or private activ-
ity bonds. Governmental bonds are bonds which are primarily used
to finance governmental functions or are repaid with governmental
funds. Private activity bonds are bonds with respect to which the
State or local government serves as a conduit providing financing
to nongovernmental persons (e.g., private businesses or individ-
uals). The exclusion from income for State and local bonds does not
apply to private activity bonds, unless the bonds are issued for cer-
tain permitted purposes (“qualified private activity bonds”).

Private activities eligible for financing with tax-exempt bonds

The definition of qualified private activity bonds includes an ex-
empt facility bond, or qualified mortgage, veterans’ mortgage, small
issue, redevelopment, 501(c)(3), or student loan bond (sec. 141(e)).
The definition of exempt facility bond includes bonds issued to fi-
nance certain transportation facilities (airports, ports, mass com-
muting, and high-speed intercity rail facilities); qualified residen-
tial rental projects; privately owned and/or operated utility facili-
ties (sewage, water, solid waste disposal, and local district heating
and cooling facilities, certain private electric and gas facilities, and
hydroelectric dam enhancements); public/private educational facili-
ties; qualified green building and sustainable design projects; and
qualified highway or surface freight transfer facilities (sec. 142(a)).

As noted above, subject to certain requirements, qualified private
activity bonds may be issued to finance residential rental property
or owner-occupied housing. Residential rental property may be fi-
nanced with exempt facility bonds if the financed project is a
“qualified residential rental project.” A project is a qualified resi-
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dential rental project if 20 percent or more of the residential units
in such project are occupied by individuals whose income is 50 per-
cent or less of area median gross income (the “20-50 test”). Alter-
natively, a project is a qualified residential rental project if 40 per-
cent or more of the residential units in such project are occupied
by individuals whose income is 60 percent or less of area median
gross income (the “40-60 test”).

Owner-occupied housing may be financed with qualified mort-
gage bonds. Qualified mortgage bonds are bonds issued to make
mortgage loans to qualified mortgagors for the purchase, improve-
ment, or rehabilitation of owner-occupied residences. The Code im-
poses several limitations on qualified mortgage bonds, including in-
come limitations for homebuyers and purchase price limitations for
the home financed with bond proceeds. The income limitations are
satisfied if all financing provided by an issue is provided for mort-
gagors whose family income does not exceed 115 percent of the me-
dian family income for the metropolitan area or State, whichever
is greater, in which the financed residences are located. The pur-
chase price limitations provide that a residence financed with
qualified mortgage bonds may not have a purchase price in excess
of 90 percent of the average area purchase price for that residence.
In addition to these limitations, qualified mortgage bonds generally
cannot be used to finance a mortgage for a homebuyer who had an
ownership interest in a principal residence in the three years pre-
ceding the execution of the mortgage (the “first-time homebuyer”
requirement).

Special income and purchase price limitations apply to targeted
area residences. A targeted area residence is one located in either
(1) a census tract in which at least 70 percent of the families have
an income which is 80 percent or less of the state-wide median in-
come or (2) an area of chronic economic distress. For targeted area
residences, the income limitation is satisfied when no more than
one-third of the mortgages are made without regard to any income
limits and the remainder of the mortgages are made to mortgagors
whose family income is 140 percent or less of the applicable median
family income. The purchase price limitation is raised from 90 per-
cent to 110 percent of the average area purchase price for targeted
area residences. In addition, the first-time homebuyer requirement
does not apply to targeted area residences.

Qualified mortgage bonds also may be used to finance qualified
home-improvement loans. Qualified home-improvement loans are
defined as loans to finance alterations, repairs, and improvements
on an existing residence, but only if such alterations, repairs, and
improvements substantially protect or improve the basic livability
or energy efficiency of the property. Under present law, qualified
home-improvement loans may not exceed $15,000.

Issuance of most qualified private activity bonds is subject (in
whole or in part) to annual State volume limitations (sec. 146)). Ex-
ceptions are provided for bonds for certain governmentally owned
facilities (e.g., airports, ports, high-speed intercity rail, and solid
waste disposal) and bonds which are subject to separate local,
State, or national volume limits (e.g., public/private educational fa-
cility bonds, enterprise zone facility bonds, qualified green building
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Eongs, and qualified highway or surface freight transfer facility
onds).

In addition, qualified private activity bonds generally are subject
to restrictions on the use of proceeds for the acquisition of land and
existing property, use of proceeds to finance certain specified facili-
ties (e.g., airplanes, skyboxes, other luxury boxes, health club facili-
ties, gambling facilities, and liquor stores), and use of proceeds to
pay costs of issuance (e.g., bond counsel and underwriter fees).
Small issue and redevelopment bonds also are subject to additional
restrictions on the use of proceeds for certain facilities (e.g., golf
courses and massage parlors).

Moreover, the term of qualified private activity bonds generally
may not exceed 120 percent of the economic life of the property
being financed and certain public approval requirements (similar to
requirements that typically apply under State law to issuance of
governmental debt) apply under Federal law to issuance of private
activity bonds.

Liberty Zone Bonds

Present law permits an aggregate of $8 billion in exempt facility
bonds for the purpose of financing the construction and rehabilita-
tion of nonresidential real property and residential rental real
property in a designated “Liberty Zone” (the “Zone”) of New York
City (“Liberty Zone bonds”). The Zone consists of all business ad-
dresses located on or south of Canal Street, East Broadway (east
of its intersection with Canal Street), or Grand Street (east of its
intersection with East Broadway) in the Borough of Manhattan. No
more than $800 million of the authorized bond amount may be
used to finance property used for retail sales of tangible property
(e.g., department stores, restaurants, etc.) and functionally related
and subordinate property. The $800 million limit is divided equally
between the Mayor of New York City and the Governor of New
York State. In addition, no more than $1.6 billion of the authorized
bond amount may be used to finance residential rental property.
The $1.6 billion limit also is divided equally between the Mayor of
New York City and the Governor of New York State. Liberty Zone
Bonds must be issued before January 1, 2010.

Property eligible for financing with these bonds includes build-
ings and their structural components, fixed tenant improvements,
and public utility property (e.g., gas, water, electric and tele-
communication lines). Fixtures and equipment that could be re-
moved from the designated zone for use elsewhere are not eligible
for financing with these bonds. Issuance of these bonds is limited
to projects approved by the Mayor of New York City or the Gov-
ernor of New York State, each of whom may designate up to $4 bil-
lion of the aggregate bond authority.

Arbitrage restrictions on tax-exempt bonds

To prevent States and local governments from issuing more tax-
exempt bonds than necessary for the activity being financed or
from issuing such bonds earlier than needed for the purpose of the
borrowing, the Code includes arbitrage restrictions limiting the
ability to profit from investment of tax-exempt bond proceeds. In
general, arbitrage profits may be earned only during specified peri-
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ods (e.g., defined “temporary periods” before funds are needed for
the purpose of the borrowing) or on specified types of investments
(e.g., “reasonably required reserve or replacement funds”). Subject
to limited exceptions, profits that are earned during these periods
or on such investments must be rebated to the Federal Govern-
ment. Governmental bonds are subject to less restrictive arbitrage
rules than most private activity bonds.

Explanation of Provision

Gulf Opportunity Zone Bonds

The provision authorizes the issuance of qualified private activity
bonds to finance the construction and rehabilitation of residential
and nonresidential property located in the Gulf Opportunity Zone
(“Gulf Opportunity Zone Bonds”). Gulf Opportunity Zone Bonds
must be issued after the date of enactment and before January 1,
2011.

Gulf Opportunity Zone Bonds may be issued by the State of Ala-
bama, Louisiana, or Mississippi, or any political subdivision there-
of. Issuance of bonds authorized under the provision is limited to
projects approved by the Governor of the State (or the State bond
commission in the case of a bond which is required under State law
to be approved by such commission) in which the financed project
shall be located. The maximum aggregate face amount of Gulf Op-
portunity Zone Bonds that may be issued in any State is limited
to $2,500 multiplied by the population of the respective State with-
in the Gulf Opportunity Zone. Current refundings of outstanding
bonds issued under the provision do not count against the aggre-
gate volume limit to the extent that the principal amount of the re-
funding bonds does not exceed the outstanding principal amount of
the bonds being refunded. Gulf Opportunity Zone Bonds may not
be advance refunded.

Depending on the purpose for which such bonds are issued, Gulf
Opportunity Zone Bonds are treated as either exempt facility bonds
or qualified mortgage bonds. Gulf Opportunity Zone Bonds are
treated as exempt facility bonds if 95 percent or more of the net
proceeds of such bonds are to be used for qualified project costs lo-
cated in the Gulf Opportunity Zone. Qualified project costs include
the cost of acquisition, construction, reconstruction, and renovation
of nonresidential real property (including buildings and their struc-
tural components and fixed improvements associated with such
property), qualified residential rental projects (as defined in section
142(d) with certain modifications), and public utility property. For
purposes of the provision, costs associated with improving a facility
(e.g., installing equipment that enhances the pollution control of a
manufacturing facility) may be permitted project costs if such costs
are chargeable to the capital account of the facility or would be so
chargeable either with a proper election by a taxpayer or but for
a proper election by a taxpayer to deduct the costs.

Bond proceeds may not be used to finance movable fixtures and
equipment. The purpose of this limitation is to ensure that prop-
erty financed with the bonds will remain in the Gulf Opportunity
Zone. “Movable fixtures and equipment” does not include compo-
nents that are assembled to construct an industrial plant. Such
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term also does not include consumer appliances installed in owner-
occupied residences and residential rental property financed with
the proceeds of Gulf Opportunity Zone Bonds.

Rather than applying the 20-50 and 40-60 test under present
law, a project is a qualified residential rental project under the pro-
vision if 20 percent or more of the residential units in such project
are occupied by individuals whose income is 60 percent or less of
area median gross income or if 40 percent or more of the residen-
tial units in such project are occupied by individuals whose income
is 70 percent or less of area median gross income.

Gulf Opportunity Zone Bonds are treated as qualified mortgage
bonds if the bonds of such issue meet the requirements of a quali-
fied mortgage issue (as defined in section 143 and modified by this
provision) and the residences financed with such bonds are located
in the Gulf Opportunity Zone. For these purposes, residences lo-
cated in the Gulf Opportunity Zone are treated as targeted area
residences. Thus, the first-time homebuyer rule is waived and pur-
chase and income rules for targeted area residences apply to resi-
dences financed with bonds issued under the provision. Under the
provision, 100 percent of the mortgages must be made to mortga-
gors whose family income is 140 percent or less of the applicable
median family income. Thus, the present law rule allowing one-
third of the mortgages to be made without regard to any income
limits does not apply. In addition, the provision increases from
$15,000 to $150,000 the amount of a qualified home-improvement
loan that may be financed with bond proceeds.

Subject to the following exceptions and modifications, issuance of
Gulf Opportunity Zone Bonds is subject to the general rules appli-
cable to issuance of qualified private activity bonds:

(1) Except as otherwise permitted for a qualified mortgage
issue, repayments of bond-financed loans may not be used to
make additional loans;

(2) Issuance of the bonds is not subject to the aggregate an-
nual State private activity bond volume limits (sec. 146);

(8) The restriction on acquisition of existing property is ap-
plied using a minimum requirement of 50 percent of the cost
of acquiring the building being devoted to rehabilitation (sec.
147(d));

(4) The special arbitrage expenditure rules for certain con-
struction bond proceeds apply to available construction pro-
ceeds of Gulf Opportunity Zone Bonds issued to finance quali-
fied project costs, treating such bonds as a construction issue
(sec. 148(£)(4)(C));

(5) Interest on the bonds is not a preference item for pur-
poses of the alternative minimum tax preference for private ac-
tivity bond interest (sec. 57(a)(5)); and

(6) No portion of the proceeds of the bonds may be used to
provide any property described in section 144(c)(6)(B) (i.e., any
private or commercial golf course, country club, massage par-
lor, hot tub facility, suntan facility, racetrack or other facility
used for gambling, or any store the principal purpose of which
is the sale alcoholic beverages for consumption off premises).
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Effective Date

The provision is effective for bonds issued after the date of enact-
ment (December 22, 2005).

3. Advance refunding of certain tax-exempt bonds (sec. 101
of the Act and new sec. 1400N(b) of the Code)

Present Law

In general

Interest on bonds issued by State and local governments gen-
erally is excluded from gross income for Federal income tax pur-
poses if the proceeds of the bonds are used to finance direct activi-
ties of these governmental units or if the bonds are repaid with
revenues of the governmental units (“governmental bonds”). Inter-
est on State or local bonds to finance activities of private persons
(“private activity bonds”) is taxable unless a specific exception ap-
plies. Bonds issued to finance the activities of charitable organiza-
tions described in section 501(c)(3) (“qualified 501(c)(3) bonds”) are
one type of tax-exempt private activity bonds (“qualified private ac-
tivity bonds”). Qualified private activity bonds also include exempt
facility bonds. The definition of exempt facility bonds includes
bonds issued to finance certain transportation facilities (e.g., air-
ports, docks, and wharves).

Generally, qualified private activity bonds are subject to restric-
tions on the use of proceeds for the acquisition of land and existing
property, use of proceeds to finance certain specified facilities (e.g.,
airplanes, skyboxes, other luxury boxes, health club facilities, gam-
bling facilities, and liquor stores), and use of proceeds to pay costs
of issuance (e.g., bond counsel and underwriter fees). Certain types
of qualified private activity bonds (e.g., small issue and redevelop-
ment bonds) also are subject to additional restrictions on the use
of proceeds for certain facilities (e.g., golf courses and massage par-
lors). Moreover, the term of qualified private activity bonds gen-
erally may not exceed 120 percent of the economic life of the prop-
erty being financed and certain public approval requirements (simi-
lar to requirements that typically apply under State law to
issuance of governmental debt) apply under Federal law to
issuance of private activity bonds.

Limitations on advance refundings

A refunding bond is defined as any bond used to pay principal,
interest, or redemption price on a prior bond issue (the refunded
bond). The Code contains different rules for “current” as opposed
to “advance” refunding bonds. A current refunding occurs when the
refunded bond is redeemed within 90 days of issuance of the re-
funding bonds. Conversely, a bond is classified as an advance re-
funding bond if it is issued more than 90 days before the redemp-
tion of the refunded bond (sec. 149(d)(5)). Proceeds of advance re-
funding bonds are generally invested in an escrow account and
held until a future date when the refunded bond may be redeemed.
Thus, after issuance of an advance refunding bond, there is a pe-
riod of time when both the refunding bonds and the refunded bonds
remain outstanding.
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There is no statutory limitation on the number of times that tax-
exempt bonds may be currently refunded. However, the Code limits
the number of advance refundings with tax-exempt bonds. Gen-
erally, governmental bonds and qualified 501(c)(3) bonds may be
advance refunded one time (sec. 149(d)(3)). Private activity bonds,
other than qualified 501(c)(3) bonds, may not be advance refunded.

Under present law, certain bonds used to fund facilities located
in New York City are permitted one additional advance refunding
if issued before January 1, 2006. In addition to satisfying other re-
quirements, the bond refunded must be (1) a State or local bond
that is a general obligation of New York City, (2) a State or local
bond issued by the New York Municipal Water Finance Authority
or Metropolitan Transportation Authority of New York City, or (3)
a qualified 501(c)(3) bond which is a qualified hospital bond issued
by or on behalf of the State of New York or New York City. The
maximum amount of additional advance refunding bonds that may
be issued is $9 billion.

Arbitrage restrictions on tax-exempt bonds

To prevent States and local governments from issuing more tax-
exempt bonds than is necessary for the activity being financed or
from issuing such bonds earlier than needed for the purpose of the
borrowing, the Code includes arbitrage restrictions limiting the
ability to profit from investment of tax-exempt bond proceeds. In
general, arbitrage profits may be earned only during specified peri-
ods (e.g., defined “temporary periods” before funds are needed for
the purpose of the borrowing) or on specified types of investments
(e.g., “reasonably required reserve or replacement funds”). Subject
to limited exceptions, profits that are earned during these periods
or on such investments must be rebated to the Federal Govern-
ment. Governmental bonds are subject to less restrictive arbitrage
rules than most private activity bonds.

Explanation of Provision

The provision permits an additional advance refunding of certain
governmental and qualified 501(c)(3) bonds issued by the State of
Alabama, Louisiana, or Mississippi, or any political subdivision
thereof. The provision also permits one advance refunding of cer-
tain exempt facility bonds for airports, docks, or wharves issued by
the State of Alabama, Louisiana, or Mississippi, or any political
subdivision thereof, notwithstanding the general prohibition on the
advance refunding of such bonds. The provision is effective for ad-
vance refunding bonds issued after the date of enactment and be-
fore January 1, 2011.

The advance refunding authority under this provision only ap-
plies to bonds issued by the State of Alabama, Louisiana, or Mis-
sissippi, or any political subdivision thereof, which were out-
standing on August 28, 2005, and could not be advance refunded
under Code restrictions in effect on that date. (Although section
1400L(e)(4)(A) refers to restrictions on advance refundings under
“any provision of law,” rather than under the “Code,” no inference
should be drawn from the use of different terms). Further, to be eli-
gible for the additional advance refunding, the advance refunding
bond must be the only other outstanding bond with respect to the
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refunded bond. Thus, at no time after the advance refunding au-
thorized under the provision occurs may there be more than two
bond issues outstanding.

The maximum amount of advance refunding bonds that may be
issued pursuant to this provision is $4.5 billion in the case of Lou-
isiana, $2.250 billion in the case of Mississippi, and $1.125 billion
in the case of Alabama. Eligible advance refunding bonds must be
designated as such by the governor of the respective State. Ad-
vance refunding bonds issued under the provision must satisfy
present-law arbitrage restrictions and all requirements otherwise
applicable to advance refunding issues (e.g., redemption require-
ments and prohibition on abusive transactions). Moreover, bonds
may not be advance refunded under this provision if any portion
of the proceeds of such bonds was used to provide any property de-
scribed in section 144(c)(6)(B) (i.e., any private or commercial golf
course, country club, massage parlor, hot tub facility, suntan facil-
ity, racetrack or other facility used for gambling, or any store the
principal purpose of which is the sale alcoholic beverages for con-
sumption off premises).

Effective Date

The provision is effective for advance refunding bonds issued
after the date of enactment (December 22, 2005).

4. Increase the low-income housing credit cap and make
other modifications (sec. 101 of the Act and new sec.
1400N(c) of the Code)

Present Law

In general

The low-income housing credit may be claimed over a 10-year pe-
riod for the cost of rental housing occupied by tenants having in-
comes below specified levels. The amount of the credit for any tax-
able year in the credit period is the applicable percentage of the
qualified basis of each qualified low-income building. The qualified
basis of any qualified low-income building for any taxable year
equals the applicable fraction of the eligible basis of the building.

The credit percentage for newly constructed or substantially re-
habilitated housing that is not Federally subsidized is adjusted
monthly by the Internal Revenue Service so that the 10 annual in-
stallments have a present value of 70 percent of the total qualified
basis. The credit percentage for newly constructed or substantially
rehabilitated housing that is Federally subsidized and for existing
housing that is substantially rehabilitated is calculated to have a
present value of 30 percent of qualified basis. These are referred
to as the 70-percent credit and 30-percent credit, respectively.

Income targeting

In order to be eligible for the low-income housing credit, a quali-
fied low-income building must be part of a qualified low-income
housing project. In general, a qualified low-income housing project
is defined as a project which satisfies one of two tests at the elec-
tion of the taxpayer. The first test is met if 20 percent or more of
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the residential units in the project are both rent-restricted and oc-
cupied by individuals whose income is 50 percent or less of area
median gross income (the “20-50 test”). The second test is met if
40 percent or more of the residential units in such project are both
rent-restricted and occupied by individuals whose income is 60 per-
cent or less of area median gross income (the “40-60 test”).

Credit cap

Generally, the aggregate credit authority provided annually to
each State for calendar year 2006 is $1.90 per resident with a min-
imum annual cap of $2,180,000 for certain small population States.
These amounts are indexed for inflation. These limits do not apply
in the case of projects that also receive financing with proceeds of
tax-exempt bonds issued subject to the private activity bond vol-
ume limit.

Basis of building eligible for the credit

Buildings located in high cost areas (i.e., qualified census tracts
and difficult development areas) are eligible for an enhanced credit.
Under the enhanced credit, the 70-percent and 30-percent credit is
increased to a 91-percent and 39-percent credit, respectively. The
mechanism for this increase is an increase from 100 to 130 percent
of the otherwise applicable eligible basis of a new building or the
rehabilitation expenditures of an existing building. A further re-
quirement for the enhanced credit is that no more than 20 percent
of the population of each metropolitan statistical area or nonmetro-
politan statistical area may be a difficult to develop area.

Stacking rule

Authority to allocate credits remains at the State (as opposed to
local) government level unless State law provides otherwise. Gen-
erally, credits may be allocated only from volume authority arising
during the calendar year in which the building is placed in service,
except in the case of: (1) credits claimed on additions to qualified
basis; (2) credits allocated in a later year pursuant to an earlier
binding commitment made no later than the year in which the
building is placed in service; and (3) carryover allocations.

Each State annually receives low-income housing credit authority
equal to $1.90 per State resident for allocation to qualified low-in-
come projects. In addition to this $1.90 per resident amount, each
State’s “housing credit ceiling” includes the following amounts: (1)
the unused State housing credit ceiling (if any) of such State for
the preceding calendar year; (2) the amount of the State housing
credit ceiling (if any) returned in the calendar year; and (3) the
amount of the national pool (if any) allocated to such State by the
Treasury Department.

The national pool consists of States’ unused housing credit
carryovers. For each State, the unused housing credit carryover for
a calendar year consists of the excess (if any) of the unused State
housing credit ceiling for such year over the excess (if any) of the
aggregate housing credit dollar amount allocated for such year over
the sum of $1.90 per resident and the credit returns for such year.
The amounts in the national pool are allocated only to States that
allocated their entire housing credit ceiling for the preceding cal-
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endar year and requested a share in the national pool not later
than May 1 of the calendar year. The national pool allocation to
qualified States is made on a pro rata basis equivalent to the frac-
tion that a State’s population enjoys relative to the total population
of all qualified States for that year.

The present-law stacking rule provides that each State is treated
as using its allocation of the unused State housing credit ceiling (if
any) from the preceding calendar before the current year’s alloca-
tion of credit (including any credits returned to the State) and then
finally any national pool allocations.

Explanation of Provision

Income targeting

In the case of property placed in service during 2006, 2007, and
2008 in a nonmetropolitan area within the Gulf Opportunity Zone,
the income targeting rules of the low- income housing credit are ap-
plied by replacing the area median gross income standard with a
national nonmetropolitan median gross income standard. These
new income targeting rules apply to all such buildings in the Gulf
Opportunity Zone regardless of whether the building receives its
credit allocation under the otherwise applicable low-income housing
credit cap or the additional credit cap (described below). The in-
come targeting rules are not changed for buildings in metropolitan
areas in the Gulf Opportunity Zone.

Credit cap

Under the provision, the otherwise applicable housing credit ceil-
ing amount is increased for each of the States within the Gulf Op-
portunity Zone. This increase applies to calendar years 2006, 2007,
and 2008. The additional credit cap for each of the affected States
equals $18.00 times the number of such State’s residents within
the Gulf Opportunity Zone. This amount is not adjusted for infla-
tion. For purposes of this additional credit cap amount, the deter-
mination of population for any calendar year is made on the basis
of the most recent census estimate of the resident population of the
State in the Gulf Opportunity Zone released by the Bureau of the
Census before August 28, 2005.

In addition, the otherwise applicable housing credit ceiling
amount is increased for Florida and Texas by $3,500,000 per State.
This increase only applies to calendar year 2006.

Basis of building eligible for the credit

Under the provision, the Gulf Opportunity Zone, the Rita Go
Zone, and the Wilma Go Zone are treated as high-cost areas for
purposes of the low income housing credit for property placed-in-
service in calendar years 2006, 2007, and 2008. Therefore, build-
ings located in the Gulf Opportunity Zone, the Rita Go Zone, and
the Wilma Go Zone are eligible for the enhanced credit. Under the
enhanced credit, the 70-percent and 30-percent credits are in-
creased to 91-percent and 39-percent credits, respectively. The 20-
percent of population restriction is waived for this purpose. This
enhanced credit applies regardless of whether the building receives
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its credit allocation under the otherwise applicable low-income
housing credit cap or the additional credit cap.

Carryover

The additional credit cap available for States within the Gulf Op-
portunity Zone for calendar years 2006, 2007 and 2008 may not be
carried forward from any year to any other year. The present-law
rules apply for purposes of the Rita Go Zone and the Wilma Go
Zone.

Stacking rule

Within each calendar year (2006, 2007, and 2008), each applica-
ble State within the GO Zone must treat the additional credit cap
allocable under the provision to that State as allocated before any
other credit cap amounts. Therefore, under the provision each ap-
plicable State within the GO Zone is treated as using credits in the
following order: (1) the additional credit cap (including any such
credits returned to the State) under the Gulf Opportunity Zone,
then (2) its allocation of the unused State housing credit ceiling (if
any) from the preceding calendar, then (3) the current year’s alloca-
tion of present-law credit (including any credits returned to the
State) and then (4) any national pool allocations. This generally
maximizes the total amount of credit (under both otherwise appli-
cable low income housing credit cap and the additional credit cap
for the Gulf Opportunity Zone) which may be carried forward.

The present-law rules apply for purposes of the Rita Go Zone and
the Wilma Go Zone.

Effective Date

The provisions relating to the increased credit cap, carryover and
stacking rule applicable to the GO Zone are generally effective for
calendar years beginning after 2005.

The provision relating to the increased credit cap applicable to
Florida and Texas is generally effective for calendar years begin-
ning after 2005.

The provision to treat the Gulf Opportunity Zone, Rita Go Zone
and the Wilma Go Zone as a high-cost area is generally effective
for calendar years beginning after 2005 and before 2009, and build-
ings placed-in-service during such period in the case of projects
that also receive financing with the proceeds of tax-exempt bonds
subject to the private activity bond volume limit which are issued
during that period.

The income targeting provision is effective for property placed in
service during 2006, 2007 and 2008. This provision applies to prop-
erty which receives a credit allocation in any of those three years
or a prior year. It also applies in the case of credit projects that
receive tax-exempt bond financing subject to the private activity
bond volume limit.
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5. Additional first-year depreciation for Gulf Opportunity
Zone property (sec. 101 of the Act and new sec. 1400N(d)
of the Code)

Present Law

A taxpayer is allowed to recover, through annual depreciation de-
ductions, the cost of certain property used in a trade or business
or for the production of income. The amount of the depreciation de-
duction allowed with respect to tangible property for a taxable year
is determined under the modified accelerated cost recovery system
(“MACRS”). Under MACRS, different types of property generally
are assigned applicable recovery periods and depreciation methods.
The recovery periods applicable to most tangible personal property
(generally tangible property other than residential rental property
and nonresidential real property) range from 3 to 25 years. The de-
preciation methods generally applicable to tangible personal prop-
erty are the 200-percent and 150-percent declining balance meth-
ods, switching to the straight-line method for the taxable year in
which the depreciation deduction would be maximized.

Section 280F limits the annual depreciation deductions with re-
spect to passenger automobiles to specified dollar amounts, indexed
for inflation.

Section 167(f)(1) provides that capitalized computer software
costs, other than computer software to which section 197 applies,
are recovered ratably over 36 months.

In lieu of depreciation, a taxpayer with a sufficiently small
amount of annual investment generally may elect to deduct the
cost of qualifying property placed in service for the taxable year.
(Sec. 179). In general, qualifying property is defined as depreciable
tangible personal property that is purchased for use in the active
conduct of a trade or business.

Explanation of Provision 263

The provision allows an additional first-year depreciation deduc-
tion equal to 50 percent of the adjusted basis of qualified Gulf Op-
portunity Zone property. In order to qualify, property generally
must be placed in service on or before December 31, 2007 (Decem-
ber 31, 2008 in the case of nonresidential real property and resi-
dential rental property).

The additional first-year depreciation deduction is allowed for
both regular tax and alternative minimum tax purposes for the
taxable year in which the property is placed in service. The addi-
tional first-year depreciation deduction is subject to the general
rules regarding whether an item is deductible under section 162 or
subject to capitalization under section 263 or section 263A. The
basis of the property and the depreciation allowances in the year
of purchase and later years are appropriately adjusted to reflect
the additional first-year depreciation deduction. In addition, the
provision provides that there is no adjustment to the allowable
amount of depreciation for purposes of computing a taxpayer’s al-

263The provision was subsequently extended with respect to specified Gulf Opportunity Zone
extension property in section 120 of the Tax Relief and Health Care Act of 2006, Pub. L. No.
109-432, described in Part Fourteen.
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ternative minimum taxable income with respect to property to
which the provision applies. A taxpayer is allowed to elect out of
the additional first-year depreciation for any class of property for
any taxable year.

In order for property to qualify for the additional first-year de-
preciation deduction, it must meet all of the following require-
ments. First, the property must be property to which the general
rules of the Modified Accelerated Cost Recovery System (“MACRS”)
apply with (1) an applicable recovery period of 20 years or less, (2)
computer software other than computer software covered by section
197, (3) water utility property (as defined in section 168(e)(5)), (4)
certain leasehold improvement property, or (5) certain nonresiden-
tial real property and residential rental property. Second, substan-
tially all of the use of such property must be in the Gulf Oppor-
tunity Zone and in the active conduct of a trade or business by the
taxpayer in the Gulf Opportunity Zone. Third, the original use of
the property in the Gulf Opportunity Zone must commence with
the taxpayer on or after August 28, 2005. (Thus, used property may
constitute qualified property so long as it has not previously been
used within the Gulf Opportunity Zone. In addition, it is intended
that additional capital expenditures incurred to recondition or re-
build property the original use of which in the Gulf Opportunity
Zone began with the taxpayer would satisfy the “original use” re-
quirement. See Treasury Regulation sec. 1.48-2 Example 5.) Fi-
nally, the property must be acquired by purchase (as defined under
section 179(d)) by the taxpayer on or after August 28, 2005 and
placed in service on or before December 31, 2007. For qualifying
nonresidential real property and residential rental property, the
property must be placed in service on or before December 31, 2008,
in lieu of December 31, 2007. Property does not qualify if a binding
written contract for the acquisition of such property was in effect
before August 28, 2005. However, property is not precluded from
qualifying for the additional first-year depreciation merely because
a binding written contract to acquire a component of the property
is in effect prior to August 28, 2005.

Property that is manufactured, constructed, or produced by the
taxpayer for use by the taxpayer qualifies if the taxpayer begins
the manufacture, construction, or production of the property on or
after August 28, 2005, and the property is placed in service on or
before December 31, 2007 (and all other requirements are met). In
the case of qualified nonresidential real property and residential
rental property, the property must be placed in service on or before
December 31, 2008. Property that is manufactured, constructed, or
produced for the taxpayer by another person under a contract that
is entered into prior to the manufacture, construction, or produc-
tion of the property is considered to be manufactured, constructed,
or produced by the taxpayer.

Under a special rule, property any portion of which is financed
with the proceeds of a tax-exempt obligation under section 103 is
not eligible for the additional first-year depreciation deduction. Re-
capture rules apply under the provision if the property ceases to be
qualified Gulf Opportunity Zone property.
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Effective Date

The provision applies to property placed in service on or after
August 28, 2005, in taxable years ending on or after such date.

6. Increase in expensing for Gulf Opportunity Zone property
(sec. 101 of the Act and new sec. 1400N(e) of the Code)

Present Law

In lieu of depreciation, a taxpayer with a sufficiently small
amount of annual investment may elect to deduct (or “expense”)
such costs. Present law provides that the maximum amount a tax-
payer may expense, for taxable years beginning in 2003 through
2007, is $100,000 of the cost of qualifying property placed in service
for the taxable year. Additional section 179 incentives are provided
with respect to a qualified property used by a business in the New
York Liberty Zone (sec. 1400L(f)), an empowerment zone (sec.
1397A), or a renewal community (sec. 1400J). In general, qualifying
property is defined as depreciable tangible personal property that
is purchased for use in the active conduct of a trade or business.
Off-the-shelf computer software placed in service in taxable years
beginning before 2008 is treated as qualifying property. The
$100,000 amount is reduced (but not below zero) by the amount by
which the cost of qualifying property placed in service during the
taxable year exceeds $400,000. The $100,000 and $400,000
amounts are indexed for inflation for taxable years beginning after
2003 and before 2008.

For taxable years beginning in 2008 and thereafter, a taxpayer
with a sufficiently small amount of annual investment may elect to
deduct up to $25,000 of the cost of qualifying property placed in
service for the taxable year. The $25,000 amount is reduced (but
not below zero) by the amount by which the cost of qualifying prop-
erty placed in service during the taxable year exceeds $200,000.

The amount eligible to be expensed for a taxable year may not
exceed the taxable income for a taxable year that is derived from
the active conduct of a trade or business (determined without re-
gard to this provision). Any amount that is not allowed as a deduc-
tion because of the taxable income limitation may be carried for-
ward to succeeding taxable years (subject to similar limitations).
No general business credit under section 38 is allowed with respect
to any amount for which a deduction is allowed under section 179.

An expensing election is made under rules prescribed by the Sec-
retary (sec. 179(c)(1)). Under Treas. Reg. sec. 179-5, applicable to
property placed in service in taxable years beginning after 2002
and before 2008, a taxpayer is permitted to make or revoke an elec-
tion under section 179 without the consent of the Commissioner on
an amended Federal tax return for that taxable year. This amend-
ed return must be filed within the time prescribed by law for filing
an amended return for the taxable year. For taxable years begin-
ning in 2008 and thereafter, an expensing election may be revoked
only with consent of the Commissioner (sec. 179(c)(2)).
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Explanation of Provision

Under the provision, the $100,000 maximum amount that a tax-
payer may elect to deduct under section 179 is increased by the
lesser of $100,000 or the cost of qualified section 179 Gulf Oppor-
tunity Zone property for the taxable year. The provision applies
with respect to qualified section 179 Gulf Opportunity Zone prop-
erty acquired on or after August 28, 2005, and placed in service on
or before December 31, 2007. Thus, in addition to the $100,000
maximum cost of any section 179 property (including property that
also meets the definition of qualified section 179 Gulf Opportunity
Zone property) that may be deducted under present law, a taxpayer
may elect to deduct a maximum $100,000 additional amount of the
taxpayer’s cost of qualified section 179 Gulf Opportunity Zone prop-
erty, resulting in a maximum deductible amount of $200,000 of

ualified section 179 Gulf Opportunity Zone property. (The
%100,000 present-law portion of this amount is indexed for taxable
years beginning after 2003 and before 2008, so the total may be
higher than $200,000 after taking indexation of this portion into
account.) The $100,000 additional amount for the cost of qualified
section 179 Gulf Opportunity Zone property is not indexed.

The provision provides a special rule for the reduction in the
$200,000 maximum deduction for the cost of qualified section 179
Gulf Opportunity Zone property. Under this rule, the $200,000
amount is reduced (but not below zero) by the amount by which the
cost of qualified section 179 Gulf Opportunity Zone property placed
in service during the taxable year exceeds a dollar cap of up to $1
million. (The $400,000 present-law portion of this amount is in-
dexed for taxable years beginning after 2003 and before 2008, so
the total may be higher than $1 million after taking indexation of
this portion into account.) The dollar cap is computed by increasing
the $400,000 present-law amount by the lesser of (1) $600,000, or
(2) the cost of qualified section 179 Gulf Opportunity Zone property
placed in service during the taxable year. The $600,000 amount is
not indexed.

The operation of the reduction may be illustrated as follows. In
each of the following examples, assume that the taxable income
limitation of section 179(b)(3)(A) does not cause a reduction in the
amount that may be expensed for the taxable year. For example,
assume that in the taxable year, a taxpayer’s cost of section 179

roperty that is qualified Gulf Opportunity Zone property is
§800,000, and in that year the taxpayer acquires no other section
179 property. Under the provision, the taxpayer’s deductible
amount is increased by $100,000 to $200,000 (the lesser of
$100,000 and cost of the taxpayer’s qualified section 179 Gulf Op-
portunity Zone property). Under the provision, the $400,000 phase-
out amount in section 179(b)(2) is increased by $600,000 (i.e., the
lesser of $600,000 or the $800,000 cost of qualified section 179 Gulf
Opportunity Zone property), so that the phase-out amount is $1
million. The taxpayer’s cost of section 179 property is $800,000 in
total (less than the $1 million phase-out amount), so no reduction
is made in the $200,000 amount of qualified Gulf Opportunity Zone
property that may be deducted under section 179 for the taxable
year. As another example, assume for the taxable year that a tax-
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payer’s cost of section 179 property that is qualified Gulf Oppor-
tunity Zone property is $200,000, and its cost of other section 179
property is $450,000. Under the provision, the $400,000 phase-out
amount in section 179(b)(2) is increased to $600,000 by the
$200,000 cost of qualified section 179 Gulf Opportunity Zone prop-
erty. The taxpayer had a total $650,000 cost of section 179 property
for the taxable year. The taxpayer’s section 179 deduction is re-
duced by the $50,000 difference between $650,000 and $600,000.
Thus, under the provision, the taxpayer may deduct $150,000
($200,000 less $50,000) under section 179 for the taxable year.

Qualified section 179 Gulf Opportunity Zone property means sec-
tion 179 property (as defined in section 179(d) of present law) that
also meets the requirements to qualify for Gulf Opportunity Zone
bonus depreciation. Specifically, for section 179 purposes, qualified
Gulf Opportunity Zone property is property (1) described in section
168(k)(2)(A)(), (2) substantially all of the use of which is in the
Gulf Opportunity Zone and is in the active conduct of a trade or
business by the taxpayer in that Zone, (3) the original use of which
commences with the taxpayer on or after August 28, 2005, (4)
which is acquired by the taxpayer by purchase on or after August
28, 2005, but only if no written binding contract for the acquisition
was in effect before August 28, 2005, and (5) which is placed in
service by the taxpayer on or before December 31, 2007. Such prop-
erty does not include alternative depreciation property, tax-exempt
bond-financed property, or qualified revitalization buildings.

The provision includes rules coordinating increased section 179
amounts provided under the Act with present-law expensing rules
with respect to enterprise zone businesses in empowerment zones
and with respect to renewal communities. For purposes of those
rules, qualified section 179 Gulf Opportunity Zone property is not
treated as qualified zone property or qualified renewal property,
unless the taxpayer elects not to take such qualified section 179
Gulf Opportunity Zone property into account for purposes of this
provision. Thus, a taxpayer acquiring property that could qualify as
either qualified section 179 Gulf Opportunity Zone property, or
qualified zone property or qualified renewal property, may elect the
additional expensing provided either under this provision, or under
the empowerment zone or renewal community rules, but not both,
with respect to the property.

Recapture rules apply under the provision if recapture applies
under section 179(d)(10) or if the property ceases to be qualified
section 179 Gulf Opportunity Zone property.

Effective Date

The provision is effective for taxable years ending on or after Au-
gust 28, 2005, for qualified section 179 Gulf Opportunity Zone
property acquired after August 27, 2005.

7. Expensing for certain demolition and clean-up costs (sec.
101 of the Act and new sec. 1400N(f) of the Code)

Present Law

Under present law, the cost of demolition of a structure is cap-
italized into the taxpayer’s basis in the land on which the structure
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is located. (Sec. 280B). Land is not subject to an allowance for de-
preciation or amortization.

The treatment of the cost of debris removal depends on the na-
ture of the costs incurred. For example, the cost of debris removal
after a storm may in some cases constitute an ordinary and nec-
essary business expense which is deductible in the year paid or in-
curred. In other cases, debris removal costs may be in the nature
of replacement of part of the property that was damaged. In such
cases, the costs are capitalized and added to the taxpayer’s basis
in the property. For example, Revenue Ruling 71-161, 1971-1 C.B.
76, permits the use of clean-up costs as a measure of casualty loss
but requires that such costs be added to the post-casualty basis of
the property.

Explanation of Provision

Under the provision, a taxpayer is permitted a deduction for 50
percent of any qualified Gulf Opportunity Zone clean-up cost paid
or incurred on or after August 28, 2005, and before January 1,
12008. The remaining 50 percent is capitalized as under present
aw.

A qualified Gulf Opportunity Zone clean-up cost is an amount
paid or incurred for the removal of debris from, or the demolition
of structures on, real property located in the Gulf Opportunity Zone
to the extent that the amount would otherwise be capitalized. In
order to qualify, the property must be held for use in a trade or
business, for the production of income, or as inventory.

Effective Date

The provision applies to costs paid or incurred on or after August
28, 2005, in taxable years ending on or after such date.

8. Extension and expansion of expensing for environmental
remediation costs (sec. 101 of the Act and new sec.
1400N(g) of the Code)

Present Law

Taxpayers may elect to deduct (or “expense”) certain environ-
mental remediation expenditures that would otherwise be charge-
able to capital account, in the year paid or incurred (sec. 198). The
deduction applies for both regular and alternative minimum tax
purposes. The expenditure must be incurred in connection with the
abatement or control of hazardous substances at a qualified con-
taminated site.

A “qualified contaminated site” generally is any property that (1)
is held for use in a trade or business, for the production of income,
or as inventory and (2) is at a site on which there has been a re-
lease (or threat of release) or disposal of certain hazardous sub-
stances as certified by the appropriate State environmental agency
(so-called “brownfields”).

Section 198(d)(1) defines a “hazardous substance” as a substance
which is so defined in section 101(14) of the Comprehensive Envi-
ronmental Response, Compensation, and Liability Act of 1980
(“CERCLA”), and any substance which is administratively des-
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ignated as a hazardous substance under section 102 of CERCLA.
Under section 198(d)(2), however, the term “hazardous substance”
does not include any substance with respect to which a removal or
remediation is not permitted under section 104 of CERCLA by rea-
son of subsection (a)(3) thereof, which exempts from the scope of
such provision “the release or threat of release (A) of a naturally
occurring substance in its unaltered form, or altered solely through
naturally occurring processes or phenomena, from a location where
it is naturally found; (B) from products which are part of the struc-
ture of, and result in exposure within, residential buildings or busi-
ness or community structures; or (C) into public or private drinking
water supplies due to deterioration of the system through ordinary
use.” However, sites which are identified on the national priorities
list under CERCLA cannot qualify for expensing under section 198.

Petroleum products generally are not regarded as hazardous sub-
stances for purposes of section 198. Section 101(14) of CERCLA
specifically excludes “petroleum, including crude oil or any fraction
thereof which is not otherwise specifically listed or designated as
a hazardous substance under subparagraphs (A) through (F) of this
paragraph,” from the definition of “hazardous substance.”

Under present law, eligible expenditures are those paid or in-
curred before January 1, 2006.

Explanation of Provision

The provision extends the present-law expensing provision for
two years (through December 31, 2007) for qualified contaminated
sites located in the Gulf Opportunity Zone.

In addition, under the provision, petroleum products are treated
as hazardous substances for purposes of applying the expensing
provision (as extended) within the Gulf Opportunity Zone. Petro-
leum products are defined by reference to section 4612(a)(3), and
include crude oil, crude oil condensates and natural gasoline. Thus,
for example, the release of crude oil upon property held for use in
a trade or business in the Gulf Opportunity Zone results in such
property being treated as a qualified contaminated site. The
present law exceptions for sites on the national priorities list under
CERCLA, and for substances with respect to which a removal or
remediation is not permitted under section 104 of CERCLA by rea-
son of subsection (a)(3) thereof, would continue to apply to all haz-
ardous substances (including petroleum products).

Expenditures paid or incurred to abate the contamination on or
after August 28, 2005 and before December 31, 2007, would be eli-
gible for expensing.

Effective Date

The provision is effective for taxable years ending on or after Au-
gust 28, 2005.
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9. Increase in rehabilitation tax credit with respect to cer-
tain buildings located in the Gulf Opportunity Zone (sec.
101 of the Act and new sec. 1400N(h) of the Code)

Present Law

Present law provides a two-tier tax credit for rehabilitation ex-
penditures.

A 20-percent credit is provided for qualified rehabilitation ex-
penditures with respect to a certified historic structure. For this
purpose, a certified historic structure means any building that is
listed in the National Register, or that is located in a registered
historic district and is certified by the Secretary of the Interior to
the Secretary of the Treasury as being of historic significance to
the district.

A 10-percent credit is provided for qualified rehabilitation ex-
penditures with respect to a qualified rehabilitated building, which
generally means a building that was first placed in service before
1936. The pre-1936 building must meet requirements with respect
to retention of existing external walls and internal structural
framework of the building in order for expenditures with respect to
it to qualify for the 10-percent credit. A building is treated as hav-
ing met the substantial rehabilitation requirement under the 10-
percent credit only if the rehabilitation expenditures during the 24-
month period selected by the taxpayer and ending within the tax-
able year exceed the greater of (1) the adjusted basis of the build-
ing (and its structural components), or (2) $5,000.

The provision requires the use of straight-line depreciation or the
alternative depreciation system in order for rehabilitation expendi-
tures to be treated as qualified under the provision.

Explanation of Provision

The provision increases from 20 to 26 percent, and from 10 to 13
percent, respectively, the credit under section 47 with respect to
any certified historic structure or qualified rehabilitated building
located in the Gulf Opportunity Zone, provided the qualified reha-
bilitation expenditures with respect to such buildings or structures
are incurred on or after August 28, 2005, and before January 1,
2009.

Effective Date

The provision is effective for expenditures incurred on or after
August 28, 2005, for taxable years ending on or after August 28,
2005.

10. Increased expensing for reforestation expenditures of
small timber producers (sec. 101 of the Act and new sec.
1400N(1)(1) of the Code)

Present Law

Present law permits a taxpayer to elect to deduct (or “expense”)
a limited amount of certain reforestation expenditures that would
otherwise be required to be capitalized, in the year paid or incurred
(sec. 194(b)). No more than $10,000 of reforestation expenditures
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made by a taxpayer in any year can qualify for expensing with re-
spect to each qualified timber property. The limit is reduced to
$5,000 per qualified timber property for married taxpayers filing
separate returns.

All members of a controlled group of corporations are treated as
a single taxpayer for purposes of the $10,000 limit. A controlled
group of corporations for purposes of section 194 is defined as
under section 1563(a), except that the 80-percent ownership re-
quirement is reduced to a more than 50-percent requirement. If a

artnership or S corporation incurs reforestation expenditures, the
510,000 limit applies separately to the partnership or S corporation
and to each partner or shareholder. For an estate with reforest-
ation expenditures, the $10,000 limit is apportioned between the
estate and its beneficiaries. Section 194(b) does not apply to trusts.

Reforestation expenditures include direct costs incurred in con-
nection with forestation or reforestation by planting or artificial or
natural seeding, including costs for site preparation, seeds and
seeding, labor and tools, and depreciation on equipment used in
planting or seeding. Qualified timber property means a woodlot or
other site located in the United States which will contain trees in
significant commercial quantities and which is held by the tax-
payer for the planting, cultivating, caring for, and cutting of trees
for sale or use in the commercial production of timber products
(sec. 194(c)(1)).

If a taxpayer’s otherwise qualifying reforestation expenditures
exceed the amount permitted to be expensed under section 194, the
remaining expenditures are amortized, and the taxpayer is entitled
to a deduction with respect to the amortization of the amortizable
basis (sec. 194(a)). Reforestation expenditures qualifying for amor-
tization are deducted in 84 equal monthly installments starting
with the seventh month of the taxable year during which the ex-
penditures are paid or incurred. Only reforestation expenditures
that would otherwise be included in the basis of qualified timber
property qualify for expensing and, with respect to amounts in ex-
cess of the $10,000 limit, for amortization (however, costs that
could be deducted in the absence of section 194 are not required
to be amortized).

Explanation of Provision

The provision doubles, for certain taxpayers, the present-law ex-
pensing limit for reforestation expenditures paid or incurred by
such taxpayers (i) during the period on or after August 28, 2005,
and before January 1, 2008, with respect to qualified timber prop-
erty any portion of which is located in the Gulf Opportunity Zone,
(i1) during the period on or after September 23, 2005, and before
January 1, 2008, with respect to qualified timber property any por-
tion of which is located in the Rita Zone and no portion of which
is located in the Gulf Opportunity Zone, and (iii) during the period
on or after October 23, 2005, and before January 1, 2008, with re-
spect to qualified timber property any portion of which is located
in the Wilma Zone. The amount by which the expensing limit is in-
creased, however, is limited to the amount of reforestation expendi-
tures paid or incurred during the relevant portion of the taxable
year.
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For example, suppose an otherwise eligible calendar-year tax-
payer incurred $20,000 of reforestation expenditures in June, 2005
(i.e., prior to the relevant period), and incurs an additional $5,000
of reforestation expenditures in October, 2005, in the Gulf Oppor-
tunity Zone; the taxpayer would be permitted to expense $15,000
of the expenditures (because the increase in the expensing limit is
limited to the $5,000 of expenditures paid or incurred during the
relevant period within the taxable year) and could amortize the re-
maining $10,000 under section 194(a). By contrast, if the taxpayer
had incurred $5,000 of reforestation expenditures in June, 2005,
and incurs an additional $20,000 of reforestation expenditures in
October, 2005, then the taxpayer would be permitted to expense
$20,000 of the expenditures, and could amortize the remaining
$5,000 under section 194(a).

The provision applies to taxpayers with aggregate holdings of
qualified timber property which do not exceed 500 acres at any
time during the taxable year. “Qualified timber property” is defined
by section 194(c)(1) as “a woodlot or other site located in the United
States which will contain trees in significant commercial quantities
and which is held by the taxpayer for the planting, cultivating, car-
ing for, and cutting of trees for sale or use in the commercial pro-
duction of timber products.”

The provision does not apply to any taxpayer which is a corpora-
tion the stock of which is publicly traded on an established securi-
ties market, or which is a real estate investment trust.

Effective Date

The provision is effective for taxable years ending on or after Au-
gust 28, 2005.

11. Five-year NOL carryback of certain timber losses (sec.
101 of the Act and new sec. 1400N(i)(2) of the Code)

Present Law

A net operating loss (“NOL”) is, generally, the amount by which
a taxpayer’s business deductions exceed the taxpayer’s gross in-
come. In general, an NOL may be carried back two years and car-
ried over 20 years to offset taxable income in these years (sec. 172).
NOLs generally are first applied to the earliest of the taxable years
to which the loss may be carried (sec. 172(b)(2)).

In the case of an NOL arising from a farming loss, the NOL can
be carried back five years. A “farming loss” is defined as the
amount of any net operating loss attributable to a farming business
as defined in section 263A(e)(4). Under section 263A(e)(4), a farm-
ing business includes the trade or business of farming, as well as
the trade or business of operating a nursery or sod farm, or the
raising or harvesting of trees bearing fruit, nuts, or other crops, or
ornamental trees. It does not include the planting, cultivating, car-
ing for, holding or cutting of trees for sale or use in the commercial
production of timber products.

A farming loss cannot exceed the taxpayer’s NOL for the taxable
year. In calculating the amount of a taxpayer’s NOL carrybacks,
the portion of the NOL that is attributable to a farming loss is
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treated as a separate NOL and is taken into account after the re-
maining portion of the NOL for the taxable year.

Explanation of Provision

Under the provision, for purposes of determining the farming loss
(if any) of certain taxpayers, income and loss is treated as attrib-
utable to a farming business if such income and loss is attributable
to qualified timber property any portion of which is located in the
Gulf Opportunity Zone or in the Rita GO Zone, and if such income
and loss is allocable to that portion of the taxpayer’s taxable year
which is (i) on or after August 28, 2005 (for qualified timber prop-
erty any portion of which is located in the Gulf Opportunity Zone),
on or after September 23, 2005 (for qualified timber property any
portion of which is located in the Rita GO Zone and no portion of
which is located in the Gulf Opportunity Zone), or on or after Octo-
ber 23, 2005 (for qualified timber property any portion of which is
located in the Wilma Zone) and (ii) before January 1, 2007. “Quali-
fied timber property” is defined by section 194(c)(1) as “a woodlot
or other site located in the United States which will contain trees
in significant commercial quantities and which is held by the tax-
payer for the planting, cultivating, caring for, and cutting of trees
for sale or use in the commercial production of timber products.”

The provision applies to taxpayers with aggregate holdings of
qualified timber property which do not exceed 500 acres at any
time during the taxable year. Further, the provision only applies
(i) with respect to qualified timber property any portion of which
is located in the Gulf Opportunity Zone, if the taxpayer held such
property on August 28, 2005, (ii) with respect to qualified timber
property any portion of which is located in the Rita GO Zone and
no portion of which is located in the Gulf Opportunity Zone, if the
taxpayer held such property on September 23, 2005, and (iii) with
respect to qualified timber property any portion of which is located
in the Wilma Zone, if the taxpayer held such property on October
23, 2005.

The provision does not apply to any taxpayer which is a corpora-
tion the stock of which is publicly traded on an established securi-
ties market, or which is a real estate investment trust.

Effective Date

The provision is effective for taxable years ending on or after Au-
gust 28, 2005, with respect to income and loss which is allocable
to that portion of the taxpayer’s taxable year which is on or after
August 28, 2005 (for qualified timber property any portion of which
is located in the Gulf Opportunity Zone), on or after September 23,
2005 (for qualified timber property any portion of which is located
in the Rita Zone and no portion of which is located in the Gulf Op-
portunity Zone), or on or after October 23, 2005 (for qualified tim-
ber property any portion of which is located in the Wilma Zone).



188

12. Special rule for Gulf Opportunity Zone public utility cas-
ualty losses (sec. 101 of the Act and new sec. 1400N(j) of
the Code)

Present Law

In general

A net operating loss (“NOL”) is, generally, the amount by which
a taxpayer’s allowable deductions exceed the taxpayer’s gross in-
come. A carryback of an NOL generally results in the refund of
Federal income tax for the carryback year. A carryover of an NOL
reduces Federal income tax for the carryover year.

In general, an NOL may be carried back two years and carried
over 20 years to offset taxable income in such years. NOLs gen-
erally are first applied to the earliest of the taxable years to which
the loss may be carried.

Exceptions to the general rule

Different rules apply with respect to NOLs arising in certain cir-
cumstances. For example, a three-year carryback applies with re-
spect to NOLs (1) arising from casualty or theft losses of individ-
uals, or (2) attributable to Presidentially declared disasters for tax-
payers engaged in a farming business or a small business. A five-
year carryback period applies to NOLs from a farming loss (regard-
less of whether the loss was incurred in a Presidentially declared
disaster area). Special rules also apply to real estate investment
trusts (no carryback), specified liability losses (10-year carryback),
and excess interest losses (no carryback to any year preceding a
corporate equity reduction transaction).

Specified liability losses

The specified liability loss rules generally apply to certain prod-
uct liability losses and other liability losses. The amount of the
specified liability loss cannot exceed the taxpayer’s NOL for the
taxable year. A specified liability loss is treated as a separate NOL
for the taxable year which is eligible for a 10-year carryback pe-
riod. Any remaining portion of the taxpayer’s NOL is subject to the
general two-year carryback period.

Explanation of Provision

The provision provides an election for taxpayers to treat any Gulf
Opportunity Zone public utility casualty loss as a specified liability
loss to which the present-law 10-year carryback period applies. A
Gulf Opportunity Zone public utility casualty loss is any casualty
loss of public utility property by reason of Hurricane Katrina which
is allowed as a deduction under section 165. The amount of the cas-
ualty loss is reduced by the amount of any gain recognized by the
taxpayer from involuntary conversions of public utility property lo-
cated in the Gulf Opportunity Zone caused by Hurricane Katrina.
The total amount of specified liability loss, including any amount
of public utility casualty loss treated as such, is limited to the
amount of the taxpayer’s overall NOL for the taxable year as under
present law. Taxpayers who elect the applicability of the proposed
provision with respect to any loss are not eligible to also treat the
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loss as having occurred in any prior taxable year under section
165(i), nor may they include the casualty loss as part of the five-
year NOL carryback provided under another provision of the Act.

For purposes of the proposed provision, public utility property is
defined as in section 168(i)(10) to mean, generally, property used
predominantly in a rate-regulated trade or business of the fur-
nishing or sale of electrical energy, water, or sewage disposal serv-
ices; gas or steam through a local distribution system; telephone
services or certain other communication services; or transportation
of gas or steam by pipeline.

Effective Date

The provision is effective for losses arising in taxable years end-
ing on or after August 28, 2005.

13. Five-year NOL carryback for certain amounts related to
Hurricane Katrina or the Gulf Opportunity Zone (sec.
101 of the Act and new sec. 1400N(k) of the Code)

Present Law

In general

A net operating loss (“NOL”) is, generally, the amount by which
a taxpayer’s allowable deductions exceed the taxpayer’s gross in-
come. A carryback of an NOL generally results in the refund of
Federal income tax for the carryback year. A carryover of an NOL
reduces Federal income tax for the carryover year.

In general, an NOL may be carried back two years and carried
over 20 years to offset taxable income in such years. NOLs gen-
erally are first applied to the earliest of the taxable years to which
the loss may be carried.

Different rules apply with respect to NOLs arising in certain cir-
cumstances. For example, a three-year carryback applies with re-
spect to NOLs (1) arising from casualty or theft losses of individ-
uals, or (2) attributable to Presidentially declared disasters for tax-
payers engaged in a farming business or a small business. A five-
year carryback period applies to NOLs from a farming loss (regard-
less of whether the loss was incurred in a Presidentially declared
disaster area). Special rules also apply to real estate investment
trusts (no carryback), specified liability losses (10-year carryback),
and excess interest losses (no carryback to any year preceding a
corporate equity reduction transaction).

Separately, under section 165(i), a taxpayer who incurs a loss at-
tributable to a Presidentially declared disaster may elect to take
such loss into account for the taxable year immediately preceding
the taxable year in which the disaster occurred. This rule applies
regardless of whether the taxpayer has an overall net operating
loss for the relevant taxable years.

The alternative minimum tax rules provide that a taxpayer’s
NOL deduction cannot reduce the taxpayer’s alternative minimum
taxable income (“AMTI”) by more than 90 percent of the AMTI.
However, an NOL deduction attributable to NOL carrybacks aris-
ing in taxable years ending in 2001 and 2002, as well as NOL



190

carryforwards to these taxable years, offset 100 percent of a tax-
payer’s AMTL

Explanation of Provision

In general

The provision provides a special five-year carryback period for
NOLs to the extent of certain specified amounts related to Hurri-
cane Katrina or the Gulf Opportunity Zone. The amount of the
NOL which is eligible for the five year carryback (“eligible NOL”)
is limited to the aggregate amount of the following deductions: (i)
qualified Gulf Opportunity Zone casualty losses; (ii) certain moving
expenses; (iii) certain temporary housing expenses; (iv) depreciation
deductions with respect to qualified Gulf Opportunity Zone prop-
erty for the taxable year the property is placed in service; and (v)
deductions for certain repair expenses resulting from Hurricane
Katrina. The provision applies for losses paid or incurred after Au-
gust 27, 2005, and before January 1, 2008; however, an irrevocable
election not to apply the five-year carryback under the provision
may be made with respect to any taxable year.

Qualified Gulf Opportunity Zone casualty losses

The amount of qualified Gulf Opportunity Zone casualty losses
which may be included in the eligible NOL is the amount of the
taxpayer’s casualty losses with respect to (1) property used in a
trade or business, and (2) capital assets held for more than one
year in connection with either a trade or business or a transaction
entered into for profit. In order for a casualty loss to qualify, the
property must be located in the Gulf Opportunity Zone and the loss
must be attributable to Hurricane Katrina. As under present law,
the amount of any casualty loss includes only the amount not com-
pensated for by insurance or otherwise. In addition, the total
amount of the casualty loss which may be included in the eligible
NOL is reduced by the amount of any gain recognized by the tax-
payer from involuntary conversions of property located in the Gulf
Opportunity Zone caused by Hurricane Katrina.

To the extent that a casualty loss is included in the eligible NOL
and carried back under the provision, the taxpayer is not eligible
to also treat the loss as having occurred in the prior taxable year
under section 165(i). Similarly, the five year carryback under the
provision does not apply to any loss taken into account for purposes
of the ten-year carryback of public utility casualty losses which is
provided under another provision in the Act.

Moving expenses

Certain employee moving expenses of an employer may be in-
cluded in the eligible NOL. In order to qualify, an amount must be
paid or incurred after August 27, 2005, and before January 1, 2008
with respect to an employee who (i) lived in the Gulf Opportunity
Zone before August 28, 2005, (ii) was displaced from their home ei-
ther temporarily or permanently as a result of Hurricane Katrina,
and (iii) is employed in the Gulf Opportunity Zone by the taxpayer
after the expense is paid or incurred.
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For this purpose, moving expenses are defined as under present
law to include only the reasonable expenses of moving household
goods and personal effects from the former residence to the new
residence, and of traveling (including lodging) from the former resi-
dence to the new place of residence. However, for purposes of the
provision, the former residence and the new residence may be the
same residence if the employee initially vacated the residence as a
result of Hurricane Katrina. It is not necessary for the individual
with respect to whom the moving expenses are incurred to have
been an employee of the taxpayer at the time the expenses were
incurred. Thus, assuming the other requirements are met, a tax-
payer who pays the moving expenses of a prospective employee and
subsequently employs the individual in the Gulf Opportunity Zone
may include such expenses in the eligible NOL.

Temporary housing expenses

Any deduction for expenses of an employer to temporarily house
employees who are employed in the Gulf Opportunity Zone may be
included in the eligible NOL. It is not necessary for the temporary
housing to be located in the Gulf Opportunity Zone in order for
such expenses to be included in the eligible NOL; however, the em-
ployee’s principal place of employment with the taxpayer must be
in Gulf Opportunity Zone. So, for example, if a taxpayer tempo-
rarily houses an employee at a location outside of the Gulf Oppor-
tunity Zone, and the employee commutes into the Gulf Opportunity
Zone to the employee’s principal place of employment, such tem-
porary housing costs will be included in the eligible NOL (assuming
all other requirements are met).

Depreciation of Gulf Opportunity Zone property

The eligible NOL includes the depreciation deduction (or amorti-
zation deduction in lieu of depreciation) with respect to qualified
Gulf Opportunity Zone property placed in service during the year.
The special carryback period applies to the entire allowable depre-
ciation deduction for such property for the year in which it is
placed in service, including both the regular depreciation deduction
and the additional first-year depreciation deduction, if any. An elec-
tion out of the additional first-year depreciation deduction for Gulf
Opportunity Zone property does not preclude eligibility for the five-
year carryback.

Repair expenses

The eligible NOL includes deductions for repair expenses (includ-
ing the cost of removal of debris) with respect to damage caused
by Hurricane Katrina. For example, expenses relating to the re-
moval of mold and other contaminants from property located in the
Gulf Opportunity Zone will be included in the eligible NOL. In
order to qualify, the amount must be paid or incurred after August
27, 2005 and before January 1, 2008, and the property must be lo-
cated in the Gulf Opportunity Zone.

Other rules

The amount of the NOL to which the five-year carryback period
applies is limited to the amount of the corporation’s overall NOL
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for the taxable year. Any remaining portion of the taxpayer’s NOL
is subject to the general two-year carryback period. Ordering rules
similar to those for specified liability losses apply to losses carried
back under the provision.

In addition, the general rule which limits a taxpayer’s NOL de-
duction to 90 percent of AMTI will not apply to any NOL to which
the five-year carryback period applies under the provision. Instead,
a taxpayer may apply such NOL carrybacks to offset up to 100 per-
cent of AMTI.

Effective Date

The provision is effective for losses arising in taxable years end-
ing on or after August 28, 2005.

14. Gulf tax credit bonds (sec. 101 of the Act and new sec.
1400N(1) of the Code)

Present Law

In general

Under present law, gross income generally does not include inter-
est on State or local bonds (sec. 103). State and local bonds are
classified generally as either governmental bonds or private activ-
ity bonds. Governmental bonds are bonds which are primarily used
to finance governmental functions or are repaid with governmental
funds. Private activity bonds are bonds with respect to which the
State or local government serves as a conduit providing financing
to nongovernmental persons (e.g., private businesses or individ-
uals). The exclusion from income for State and local bonds does not
apply to private activity bonds, unless the bonds are issued for cer-
tain permitted purposes (“qualified private activity bonds”).

Generally, qualified private activity bonds are subject to restric-
tions on the use of proceeds for the acquisition of land and existing
property, use of proceeds to finance certain specified facilities (e.g.,
airplanes, skyboxes, other luxury boxes, health club facilities, gam-
bling facilities, and liquor stores), and use of proceeds to pay costs
of issuance (e.g., bond counsel and underwriter fees). Certain types
of qualified private activity bonds (e.g., small issue and redevelop-
ment bonds) also are subject to additional restrictions on the use
of proceeds for certain facilities (e.g., golf courses and massage par-
lors). Moreover, the term of qualified private activity bonds gen-
erally may not exceed 120 percent of the economic life of the prop-
erty being financed and certain public approval requirements (simi-
lar to requirements that typically apply under State law to
issuance of governmental debt) apply under Federal law to
issuance of private activity bonds.

Tax-credit bonds

As an alternative to traditional tax-exempt bonds, States and
local governments may issue tax-credit bonds for limited purposes.
Rather than receiving interest payments, a taxpayer holding a tax-
credit bond on an allowance date is entitled to a credit. Generally,
the credit amount is includible in gross income (as if it were a tax-
able interest payment on the bond), and the credit may be claimed



193

against regular income tax and alternative minimum tax liability.
Two types of tax-credit bonds may be issued under present law,
“qualified zone academy bonds,” which are bonds issued for the
purpose of renovating, providing equipment to, developing course
materials for use at, or training teachers and other personnel at
certain school facilities, and “clean renewable energy bonds,” which
are bonds issued to finance facilities that would qualify for the tax
credit under section 45 without regard to the placed in service date
requirements of that section.

Arbitrage restrictions on tax-exempt bonds

To prevent States and local governments from issuing more tax-
exempt bonds than is necessary for the activity being financed or
from issuing such bonds earlier than needed for the purpose of the
borrowing, the Code includes arbitrage restrictions limiting the
ability to profit from investment of tax-exempt bond proceeds. In
general, arbitrage profits may be earned only during specified peri-
ods (e.g., defined “temporary periods” before funds are needed for
the purpose of the borrowing) or on specified types of investments
(e.g., “reasonably required reserve or replacement funds”). Subject
to limited exceptions, profits that are earned during these periods
or on such investments must be rebated to the Federal Govern-
ment. Governmental bonds are subject to less restrictive arbitrage
rules than most private activity bonds.

Explanation of Provision

The provision creates a new category of tax-credit bonds that
may be issued in calendar year 2006 by the States of Louisiana,
Mississippi, and Alabama (“Gulf Tax Credit Bonds”). As with
present law tax-credit bonds, the taxpayer holding Gulf Tax Credit
Bonds on the allowance date would be entitled to a tax credit. The
amount of the credit would be determined by multiplying the
bond’s credit rate by the face amount on the holder’s bond. The
credit would be includible in gross income (as if it were an interest
payment on the bond) and could be claimed against regular income
tax liability and alternative minimum tax liability.

Under the provision, 95 percent or more of the proceeds of Gulf
Tax Credit Bonds must be used to (i) pay principal, interest, or pre-
mium on a bond (other than a private activity bond) that was out-
standing on August 28, 2005, and was issued by the State issuing
the Gulf Tax Credit Bonds, or any political subdivision thereof, or
(i1) make a loan to any political subdivision of such State to pay
principal, interest, or premium on a bond (other than a private ac-
tivity bond) issued by such political subdivision. In addition, the
issuer of Gulf Tax Credit Bonds must provide additional funds to
pay principal, interest, or premium on outstanding bonds equal to
the amount of Gulf Tax Credit Bonds issued to repay such out-
standing bonds. Gulf Tax Credit Bonds must be a general obliga-
tion of the issuing State and must be designated by the Governor
of such issuing State. The maximum maturity on Gulf Tax Credit
Bonds is two years. In addition, present-law arbitrage rules that
restrict the ability of State and local governments to invest bond
proceeds apply to Gulf Tax Credit Bonds.
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The maximum amount of Gulf Tax Credit Bonds that may be
issued pursuant to this provision is $200 million in the case of Lou-
isiana, $100 million in the case of Mississippi, and $50 million in
the case of Alabama. Gulf Tax Credit Bonds may not be used to
pay principal, interest, or premium on any bond with respect to
which there is any outstanding refunded or refunding bond. More-
over, Gulf Tax Credit Bonds may not be used to pay principal, in-
terest, or premium on any prior bond if the proceeds of such prior
bond were used to provide any property described in section
144(c)(6)(B) (i.e., any private or commercial golf course, country
club, massage parlor, hot tub facility, suntan facility, racetrack or
other facility used for gambling, or any store the principal purpose
of vs;hich is the sale alcoholic beverages for consumption off prem-
ises).

Effective Date

The provision is effective for bonds issued after December 31,
2005.

15. Additional allocation of new markets tax credit for in-
vestments that serve the Gulf Opportunity Zone (sec.
101 of the Act and new sec. 1400N(m) of the Code)

Present Law

Section 45D provides a new markets tax credit for qualified eq-
uity investments made to acquire stock in a corporation, or a cap-
ital interest in a partnership, that is a qualified community devel-
opment entity (“CDE”). The amount of the credit allowable to the
investor (either the original purchaser or a subsequent holder) is
(1) a five-percent credit for the year in which the equity interest
is purchased from the CDE and for each of the following two years,
and (2) a six-percent credit for each of the following four years. The
credit is determined by applying the applicable percentage (five or
six percent) to the amount paid to the CDE for the investment at
its original issue, and is available for a taxable year to the tax-
payer who holds the qualified equity investment on the date of the
initial investment or on the respective anniversary date that occurs
during the taxable year. The credit is recaptured if at any time
during the seven-year period that begins on the date of the original
issue of the investment the entity ceases to be a qualified CDE, the
proceeds of the investment cease to be used as required, or the eq-
uity investment is redeemed.

A qualified CDE is any domestic corporation or partnership: (1)
whose primary mission is serving or providing investment capital
for low-income communities or low-income persons; (2) that main-
tains accountability to residents of low-income communities by
their representation on any governing board of or any advisory
board to the CDE; and (3) that is certified by the Secretary as
being a qualified CDE. A qualified equity investment means stock
(other than nonqualified preferred stock) in a corporation or a cap-
ital interest in a partnership that is acquired directly from a CDE
for cash, and includes an investment of a subsequent purchaser if
such investment was a qualified equity investment in the hands of
the prior holder. Substantially all of the investment proceeds must
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be used by the CDE to make qualified low-income community in-
vestments. For this purpose, qualified low-income community in-
vestments include: (1) capital or equity investments in, or loans to,
qualified active low-income community businesses; (2) certain fi-
nancial counseling and other services to businesses and residents
in low-income communities; (3) the purchase from another CDE of
any loan made by such entity that is a qualified low-income com-
munity investment; or (4) an equity investment in, or loan to, an-
other CDE.

A “low-income community” is a population census tract with ei-
ther (1) a poverty rate of at least 20 percent or (2) median family
income which does not exceed 80 percent of the greater of metro-
politan area median family income or statewide median family in-
come (for a non-metropolitan census tract, does not exceed 80 per-
cent of statewide median family income). In the case of a popu-
lation census tract located within a high migration rural county,
low-income is defined by reference to 85 percent (rather than 80
percent) of statewide median family income. For this purpose, a
high migration rural county is any county that, during the 20—year
period ending with the year in which the most recent census was
conducted, has a net out-migration of inhabitants from the county
of at least 10 percent of the population of the county at the begin-
ning of such period.

The Secretary has the authority to designate “targeted popu-
lations” as low-income communities for purposes of the new mar-
kets tax credit. For this purpose, a “targeted population” is defined
by reference to section 103(20) of the Riegle Community Develop-
ment and Regulatory Improvement Act of 1994 (12 U.S.C.
4702(20)) to mean individuals, or an identifiable group of individ-
uals, including an Indian tribe, who (A) are low-income persons; or
(B) otherwise lack adequate access to loans or equity investments.
Under such Act, “low- income” means (1) for a targeted population
within a metropolitan area, less than 80 percent of the area me-
dian family income; and (2) for a targeted population within a non-
metropolitan area, less than the greater of 80 percent of the area
median family income or 80 percent of the statewide non-metropoli-
tan area median family income (12 U.S.C. 4702(17)). Under such
Act, a targeted population is not required to be within any census
tract. In addition, a population census tract with a population of
less than 2,000 is treated as a low-income community for purposes
of the credit if such tract is within an empowerment zone, the des-
ignation of which is in effect under section 1391, and is contiguous
to one or more low-income communities.

A qualified active low-income community business is defined as
a business that satisfies, with respect to a taxable year, the fol-
lowing requirements: (1) at least 50 percent of the total gross in-
come of the business is derived from the active conduct of trade or
business activities in any low-income community; (2) a substantial
portion of the tangible property of such business is used in a low-
income community; (3) a substantial portion of the services per-
formed for such business by its employees is performed in a low-
income community; and (4) less than five percent of the average of
the aggregate unadjusted bases of the property of such business is
attributable to certain financial property or to certain collectibles.
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The maximum annual amount of qualified equity investments is
capped at $2.0 billion per year for calendar years 2004 and 2005,
and at $3.5 billion per year for calendar years 2006 and 2007.

Explanation of Provision

The provision allows an additional allocation of the new markets
tax credit in an amount equal to $300,000,000 for 2005 and 2006,
and $400,000,000 for 2007, to be allocated among qualified CDEs
to make qualified low-income community investments within the
Gulf Opportunity Zone. To qualify for any such allocation, a quali-
fied CDE must have as a significant mission the recovery and rede-
velopment of the Gulf Opportunity Zone. The carryover of any un-
used additional allocation is applied separately from the carryover
with respect to allocations made under present law.

Effective Date

The provision is effective on the date of enactment (December 22,
2005).

16. Representations regarding income eligibility for pur-
poses of qualified residential rental project require-
ments (sec. 101 of the Act and new sec. 1400N(n) of the
Code)

Present Law

In general

Under present law, gross income generally does not include inter-
est on State or local bonds (sec. 103). State and local bonds are
classified generally as either governmental bonds or private activ-
ity bonds. Governmental bonds are bonds which are primarily used
to finance governmental functions or are repaid with governmental
funds. Private activity bonds are bonds with respect to which the
State or local government serves as a conduit providing financing
to nongovernmental persons (e.g., private businesses or individ-
uals). The exclusion from income for State and local bonds does not
apply to private activity bonds, unless the bonds are issued for cer-
tain permitted purposes (“qualified private activity bonds”).

Qualified private activity bonds

The definition of a qualified private activity bond includes an ex-
empt facility bond, or qualified mortgage, veterans’ mortgage, small
issue, redevelopment, 501(c)(3), or student loan bond. The defini-
tion of exempt facility bond includes bonds issued to finance certain
transportation facilities (airports, ports, mass commuting, and
high-speed intercity rail facilities); qualified residential rental
projects; privately owned and/or operated utility facilities (sewage,
water, solid waste disposal, and local district heating and cooling
facilities, certain private electric and gas facilities, and hydro-
electric dam enhancements); public/private educational facilities;
qualified green building and sustainable design projects; and quali-
fied highway or surface freight transfer facilities.

Subject to certain requirements, qualified private activity bonds
may be issued to finance residential rental property or owner-occu-
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pied housing. Residential rental property may be financed with ex-
empt facility bonds if the financed project is a “qualified residential
rental project.” A project is a qualified residential rental project if
20 percent or more of the residential units in such project are occu-
pied by individuals whose income is 50 percent or less of area me-
dian gross income (the “20-50 test”). Alternatively, a project is a
qualified residential rental project if 40 percent or more of the resi-
dential units in such project are occupied by individuals whose in-
come is 60 percent or less of area median gross income (the “40—
60 test”). The issuer must elect to apply either the 20-50 test or
the 40-60 test. Operators of qualified residential rental projects
must annually certify that such project meets the requirements for
qualification, including meeting the 20-50 test or the 40-60 test.

Explanation of Provision

Under the provision, the operator of a qualified residential rental
project may rely on the representations of prospective tenants dis-
placed by reason of Hurricane Katrina for purposes of determining
whether such individual satisfies the income limitations for quali-
fied residential rental projects and, thus, the project is in compli-
ance with the 20-50 test or the 40—60 test. (For a description of
modifications to the 20-50 test and the 40—60 test for qualified res-
idential rental projects financed in the GO Zone, see 1.A.2. Tax-ex-
empt financing for the Gulf Opportunity Zone, above).

This rule only applies if the individual’s tenancy begins during
the six-month period beginning on the date when such individual
was displaced by Hurricane Katrina.

Effective Date

The provision is effective on the date of enactment (December 22,
2005).

17. Treatment of public utility property disaster losses (sec.
101 of the Act and new sec. 1400N (o) of the Code)

Present Law

Under section 165(i), certain losses attributable to a disaster oc-
curring in a Presidentially declared disaster area may, at the elec-
tion of the taxpayer, be taken into account for the taxable year im-
medi%tely preceding the taxable year in which the disaster oc-
curred.

Section 6411 provides a procedure under which taxpayers may
apply for tentative carryback and refund adjustments with respect
to net operating losses, net capital losses, and unused business
credits.

Explanation of Provision

The provision provides an election for taxpayers who incurred
casualty losses attributable to Hurricane Katrina with respect to
public utility property located in the Gulf Opportunity Zone. Under
the election, such losses may be taken into account in the fifth tax-
able year (rather than the 1st taxable year) immediately preceding
the taxable year in which the loss occurred. If the application of
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this provision results in the creation or increase of a net operating
loss for the year in which the casualty loss is taken into account,
the net operating loss may be carried back or carried over as under
present law applicable to net operating losses for such year.

For this purpose, public utility property is property used pre-
dominantly in the trade or business of the furnishing or sale of
electrical energy, water, or sewage disposal services; gas or steam
through a local distribution system; telephone services, or other
communication services if furnished or sold by the Communications
Satellite Corporation for purposes authorized by the Communica-
tions Satellite Act of 1962; or transportation of gas or steam by
pipeline. Such property is eligible regardless of whether the tax-
payer’s rates are established or approved by any regulatory body.

A taxpayer making the election under the provision is eligible to
file an application for a tentative carryback adjustment of the tax
for any prior taxable year affected by the election. As under
present law with respect to tentative carryback and refund adjust-
ments, the IRS generally has 90 days to act on the refund claim.
Under the provision, the statute of limitations with respect to such
a claim can not expire earlier than one year after the date of enact-
ment. Also, a taxpayer making the election with respect to a loss
is not entitled to interest with respect to any overpayment attrib-
utable to the loss.

Effective Date

The provision is effective for taxable years ending on or after Au-
gust 28, 2005.

18. Tax benefits not available with respect to certain prop-
erty (sec. 101 of the Act and new sec. 1400N of the Code)

Present Law

Under present law, specific tax benefits do not apply with respect
to certain types of property. For example, private activity bonds are
subject to restrictions on the use of proceeds for the acquisition of
land and existing property, use of proceeds to finance certain speci-
fied facilities (e.g., airplanes, skyboxes, other luxury boxes, health
club facilities, gambling facilities, and liquor stores), and use of
proceeds to pay costs of issuance (e.g., bond counsel and under-
writer fees). Small issue and redevelopment bonds also are subject
to additional restrictions on the use of proceeds for certain facilities
(e.g., golf courses and massage parlors).

Explanation of Provision

The provisions relating to additional first-year depreciation, in-
creased expensing under section 179, and the five-year carryback
of NOLs attributable to casualty losses, depreciation, or amortiza-
tion otherwise provided under new Code section 1400N do not
apply with respect to certain property. Specifically, the provisions
do not apply with respect to any private or commercial golf course,
country club, massage parlor, hot tub facility, suntan facility, or
any store the principal business of which is the sale of alcoholic
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beverages for consumption off premises. The provisions also do not
apply with respect to any gambling or animal racing property.

For this purpose, gambling or animal racing property includes
certain personal property and certain real property. Personal prop-
erty treated as gambling or animal racing property is any equip-
ment, furniture, software, or other property used directly in connec-
tion with gambling, the racing of animals, or the on-site (i.e., at the
racetrack) viewing of such racing. Real property treated as gam-
bling or animal racing property is the portion of any real property
(determined by square footage) that is dedicated to gambling, the
racing of animals, or the on-site viewing of such racing (except if
the portion so dedicated is less than 100 square feet). For example,
the additional first-year depreciation for a building which is used
as both a casino and a hotel (and which otherwise qualifies for ad-
ditional first-year depreciation under the Act) is determined with-
out regard to the portion of the building’s basis which bears the
same percentage to the total basis as the percentage of square foot-
age dedicated to gambling (i.e., the casino floor) bears to total
square footage of the building.

No apportionment calculation is required with respect to real
property which meets the 100-square-foot de minimis exception.
Thus, for example, no apportionment calculation is required in the
case of a retail store that sells lottery tickets in a less-than-100-
square-foot area, nor in the case of an establishment that, while
not a casino, contains a small number of gaming machines and de-
vices in an area or areas whose aggregate size is less than 100
square feet.

Effective Date

The provision is effective for taxable years ending on or after Au-
gust 28, 2005, except that the inapplicability of the five-year
carryback of NOLs attributable to casualty losses, depreciation, or
amortization, is effective for losses arising in such years.

19. Expansion of Hope Scholarship and Lifetime Learning
Credit for students in the Gulf Opportunity Zone (sec.
102 of the Act and new sec. 14000 of the Code)

Present Law

Hope credit

The Hope credit (sec. 25A) is a nonrefundable credit of up to
$1,500 per student per year for qualified tuition and related ex-
penses paid for the first two years of the student’s post-secondary
education in a degree or certificate program. The Hope credit rate
is 100 percent on the first $1,000 of qualified tuition and related
expenses, and 50 percent on the next $1,000 of qualified tuition
and related expenses. The Hope credit that a taxpayer may other-
wise claim is phased out ratably for taxpayers with modified ad-
justed gross income between $43,000 and $53,000 ($87,000 and
$107,000 for married taxpayers filing a joint return) for 2005.
These adjusted gross income phase-out ranges are indexed for in-
flation. Also, each of the $1,000 amounts of qualified tuition and
related expenses to which the 100-percent credit rate and 50 per-
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cent credit rate apply are indexed for inflation, with the amount
rounded down to the next lowest multiple of $100. The first adjust-
ment to these qualified expense amounts as a result of inflation is
expected in 2006. The Hope credit generally may not be claimed
against a taxpayer’s alternative minimum tax liability. However,
the credit may be claimed against a taxpayer’s alternative min-
imum tax liability for taxable years beginning prior to January 1,
2006.

The qualified tuition and related expenses must be incurred on
behalf of the taxpayer, the taxpayer’s spouse, or a dependent of the
taxpayer. The Hope credit is available with respect to an individual
student for two taxable years, provided that the student has not
completed the first two years of post-secondary education before
the beginning of the second taxable year.

In addition, for each taxable year, a taxpayer may elect either
the Hope credit, the Lifetime Learning credit (described below), or
the deduction for qualified tuition and related expenses (sec. 222)
with respect to an eligible student.

The Hope credit is available for “qualified tuition and related ex-
penses,” which include tuition and fees (excluding nonacademic
fees) required to be paid to an eligible educational institution as a
condition of enrollment or attendance of an eligible student at the
institution. Charges and fees associated with meals, lodging, insur-
ance, transportation, and similar personal, living, or family ex-
penses are not eligible for the credit. The expenses of education in-
volving sports, games, or hobbies are not qualified tuition and re-
lated expenses unless this education is part of the student’s degree
program. Total qualified tuition and related expenses are reduced
by any scholarship or fellowship grants excludable from gross in-
come under section 117 and any other tax-free educational benefits
received by the student (or the taxpayer claiming the credit) during
the taxable year. The Hope credit is not allowed with respect to
any education expense for which a deduction is claimed under sec-
tion 162 or any other section of the Code.

An eligible student for purposes of the Hope credit is an indi-
vidual who is enrolled in a degree, certificate, or other program (in-
cluding a program of study abroad approved for credit by the insti-
tution at which such student is enrolled) leading to a recognized
educational credential at an eligible educational institution. The
student must pursue a course of study on at least a half-time basis.
A student is considered to pursue a course of study on at least a
half-time basis if the student carries at least one half the normal
full-time work load for the course of study the student is pursuing
for at least one academic period that begins during the taxable
year. To be eligible for the Hope credit, a student must not have
been convicted of a Federal or State felony consisting of the posses-
sion or distribution of a controlled substance.

For taxable years beginning in 2004 and 2005, the Hope credit
offsets the alternative minimum tax. For taxable years thereafter,
the Hope credit does not offset the alternative minimum tax.

Effective for taxable years beginning after December 31, 2010,
the changes to the Hope credit made by EGTRRA no longer apply.
The EGTRRA change scheduled to expire is the change that per-
mitted a taxpayer to claim a Hope credit in the same year that he
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or she claimed an exclusion from an education savings account.
Thus, after 2010, a taxpayer cannot claim a Hope credit in the
same year he or she claims an exclusion from an education savings
account.

Lifetime Learning credit

Individual taxpayers are allowed to claim a nonrefundable credit,
the Lifetime Learning credit, equal to 20 percent of qualified tui-
tion and related expenses incurred during the taxable year on be-
half of the taxpayer, the taxpayer’s spouse, or any dependents (Sec.
25A). Up to $10,000 of qualified tuition and related expenses per
taxpayer return are eligible for the Lifetime Learning credit (i.e.,
the maximum credit per taxpayer return is $2,000). In contrast
with the Hope credit, the maximum credit amount is not indexed
for inflation. The Lifetime Learning credit generally may not be
claimed against a taxpayer’s alternative minimum tax liability.
However, the credit may be claimed against a taxpayer’s alter-
native minimum tax liability for taxable years beginning prior to
January 1, 2006.

In contrast to the Hope credit, a taxpayer may claim the Lifetime
Learning credit for an unlimited number of taxable years. Also in
contrast to the Hope credit, the maximum amount of the Lifetime
Learning credit that may be claimed on a taxpayer’s return will not
vary based on the number of students in the taxpayer’s family—
that is, the Hope credit is computed on a per student basis, while
the Lifetime Learning credit is computed on a family-wide basis.
The Lifetime Learning credit amount that a taxpayer may other-
wise claim is phased out ratably for taxpayers with modified ad-
justed gross income between $43,000 and $53,000 ($87,000 and
$107,000 for married taxpayers filing a joint return) for 2005.
These phaseout ranges are the same as those for the Hope credit,
and are similarly indexed for inflation.

A taxpayer may claim the Lifetime Learning credit for a taxable
year with respect to one or more students, even though the tax-
payer also claims a Hope credit for that same taxable year with re-
spect to other students. If, for a taxable year, a taxpayer claims a
Hope credit with respect to a student, then the Lifetime Learning
credit is not available with respect to that same student for that
year (although the Lifetime Learning credit may be available with
respect to that same student for other taxable years). As with the
Hope credit, a taxpayer may not claim the Lifetime Learning credit
and also claim the section 222 deduction for qualified tuition and
related expenses (described below).

As with the Hope credit, the Lifetime Learning credit is available
for “qualified tuition and related expenses,” which include tuition
and fees (excluding nonacademic fees) required to be paid to an eli-
gible educational institution as a condition of enrollment or attend-
ance of a student at the institution. Eligible higher education insti-
tutions are defined in the same manner for purposes of both the
Hope and Lifetime Learning credits. Charges and fees associated
with meals, lodging, insurance, transportation, and similar per-
sonal, living or family expenses are not eligible for the credit. The
expenses of education involving sports, games, or hobbies are not
qualified tuition expenses unless this education is part of the stu-
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dent’s degree program, or the education is undertaken to acquire
or improve the job skills of the student.

In contrast to the Hope credit, qualified tuition and related ex-
penses for purposes of the Lifetime Learning credit include tuition
and fees incurred with respect to undergraduate or graduate-level
courses (as explained above, the Hope credit is available only with
respect to the first two years of a student’s undergraduate edu-
cation). Additionally, in contrast to the Hope credit, the eligibility
of a student for the Lifetime Learning credit does not depend on
whether the student has been convicted of a Federal or State felony
consisting of the possession or distribution of a controlled sub-
stance.

As under the Hope credit, total qualified tuition and fees are re-
duced by any scholarship or fellowship grants excludable from
gross income under section 117 and any other tax-free educational
benefits received by the student during the taxable year (such as
employer-provided educational assistance excludable under section
127). The Lifetime Learning credit is not allowed with respect to
any education expense for which a deduction is claimed under sec-
tion 162 or any other section of the Code.

For taxable years beginning in 2004 and 2005, the Lifetime
Learning credit offsets the alternative minimum tax. For taxable
years thereafter, the credit does not offset the alternative minimum
tax.

Effective for taxable years beginning after December 31, 2010,
the changes to the Lifetime Learning credit made by EGTRRA no
longer apply. The EGTRRA change scheduled to expire is the
change that permitted a taxpayer to claim a Lifetime Learning
credit in the same year that he or she claimed an exclusion from
an education savings account. Thus, after 2010, taxpayers cannot
claim a Lifetime Learning credit in the same year he or she claims
an exclusion from an education savings account.

Definition of qualified higher education expenses for pur-
poses of qualified tuition programs

Present law provides favorable tax treatment for qualified tuition
programs that meet the requirements of section 529 of the Code.
For purposes of the rules relating to qualified tuition programs,
“qualified higher education expenses” means tuition, fees, books,
supplies, and equipment required for the enrollment or attendance
at an eligible educational institution and expenses for special needs
services in the case of a special needs beneficiary which are in-
curred in connection with such enrollment or attendance. In addi-
tion, in the case of at least half-time students, qualified higher edu-
cation expenses include certain room and board expenses.

Explanation of Provision

The provision temporarily expands the Hope and Lifetime Learn-
ing credits for students attending (i.e., enrolled and paying tuition
at) an eligible education institution located in the Gulf Opportunity
Zone.

Under the provision, the Hope credit is increased to 100 percent
of the first $2,000 in qualified tuition and related expenses and 50
percent of the next $2,000 of qualified tuition and related expenses



203

for a maximum credit of $3,000 per student. The Lifetime Learning
credit rate is increased from 20 percent to 40 percent. The provi-
sion expands the definition of qualified expenses to mean qualified
higher education expenses as defined under the rules relating to
qualified tuition programs, including certain room and board ex-
penses for at least half-time students.

The provision applies to taxable years beginning in 2005 or 2006.

Effective Date

The provision is effective on the date of enactment (December 22,
2005).

20. Housing relief for individuals affected by Hurricane
Katrina (sec. 103 of the Act and new sec. 1400P of the
Code)

Present Law

Under present law, employer-provided housing is generally in-
cludible in income as compensation and is wages for purposes of so-
cial security and Medicare taxes and unemployment tax (secs. 61,
3121(a), 3306(b)). Present law provides an income and wage exclu-
sion for the value of lodging furnished to an employee, the employ-
ee’s spouse, or the employee’s dependents by or on behalf of the
employee’s employer, but generally only if the employee is required
to accept the lodging on the business premises of the employer as
a condition of employment (secs. 119, 3121(a)(19), and 3306(b)(14)).
Reasonable expenses for employee compensation are deductible by
the employer (sec. 162(a)).

Explanation of Provision

The provision provides a temporary income exclusion for the
value of in-kind lodging provided for a month to a qualified em-
ployee (and the employee’s spouse or dependents) by or on behalf
of a qualified employer. The amount of the exclusion for any month
for which lodging is furnished cannot exceed $600. The exclusion
does not apply for purposes of social security and Medicare taxes
or unemployment tax.

The provision also provides a temporary credit to a qualified em-
ployer of 30 percent of the value of lodging excluded from the in-
come of a qualified employee under the provision. The amount
taken as a credit is not deductible by the employer.

Qualified employee means, with respect to a month, an indi-
vidual who: (1) on August 28, 2005, had a principal residence in
the Gulf Opportunity (“GO”) Zone; and (2) performs substantially
all of his or her employment services in the GO Zone for the quali-
fied employer furnishing the lodging. Qualified employer means
any employer with a trade or business located in the GO Zone.

Effective Date

The provision applies to lodging provided during the period be-
ginning on the first day of the first month beginning after the date
of enactment (December 22, 2005) and ending on the date that is
six months after such first day.
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21. Special rules for mortgage revenue bonds (sec. 104 of the
Act and sec. 404 of the Katrina Emergency Tax Relief
Act of 2005)

Present Law

In general

Under present law, gross income generally does not include inter-
est on State or local bonds (sec. 103). State and local bonds are
classified generally as either governmental bonds or private activ-
ity bonds. Governmental bonds are bonds which are primarily used
to finance governmental functions or are repaid with governmental
funds. Private activity bonds are bonds with respect to which the
State or local government serves as a conduit providing financing
to nongovernmental persons (e.g., private businesses or individ-
uals). The exclusion from income for State and local bonds does not
apply to private activity bonds, unless the bonds are issued for cer-
tain permitted purposes (“qualified private activity bonds”) (secs.
103(b)(1) and 141).

Qualified mortgage bonds

The definition of a qualified private activity bond includes a
qualified mortgage bond (sec. 143). Qualified mortgage bonds are
issued to make mortgage loans to qualified mortgagors for the pur-
chase, improvement, or rehabilitation of owner-occupied residences.
The Code imposes several limitations on qualified mortgage bonds,
including income limitations for eligible mortgagors, purchase price
limitations on the home financed with bond proceeds, and a “first-
time homebuyer” requirement. The income limitations are satisfied
if all financing provided by an issue is provided for mortgagors
whose family income does not exceed 115 percent of the median
family income for the metropolitan area or State, whichever is
greater, in which the financed residences are located. The purchase
price limitations provide that a residence financed with qualified
mortgage bonds may not have a purchase price in excess of 90 per-
cent of the average area purchase price for that residence. The
first-time homebuyer requirement provides qualified mortgage
bonds generally cannot be used to finance a mortgage for a home-
buyer who had an ownership interest in a principal residence in
the three years preceding the execution of the mortgage (the “first-
time homebuyer” requirement).

Special income and purchase price limitations apply to targeted
area residences. A targeted area residence is one located in either
(1) a census tract in which at least 70 percent of the families have
an income which is 80 percent or less of the state-wide median in-
come or (2) an area of chronic economic distress. For targeted area
residences, the income limitation is satisfied when no more than
one-third of the mortgages are made without regard to any income
limits and the remainder of the mortgages are made to mortgagors
whose family income is 140 percent or less of the applicable median
family income. The purchase price limitation is raised from 90 per-
cent to 110 percent of the average area purchase price for targeted
area residences. In addition, the first-time homebuyer requirement
does not apply to targeted area residences.
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Qualified mortgage bonds also may be used to finance qualified
home-improvement loans. Qualified home-improvement loans are
defined as loans to finance alterations, repairs, and improvements
on an existing residence, but only if such alterations, repairs, and
improvements substantially protect or improve the basic livability
or energy efficiency of the property. Qualified home-improvement
loans may not exceed $15,000.

A temporary provision waived the first-time homebuyer require-
ment for residences located in certain Presidentially declared dis-
aster areas (sec. 143(k)(11)). In addition, residences located in such
areas were treated as targeted area residences for purposes of the
income and purchase price limitations. The special rule for resi-
dences located in Presidentially declared disaster areas does not
apply to bonds issued after January 1, 1999.

The Katrina Emergency Tax Relief Act (“KETRA”) waives the
first-time homebuyer requirement with respect to certain resi-
dences located in an area with respect to which a major disaster
has been declared by the President before September 14, 2005,
under section 401 of the Robert T. Stafford Disaster Relief and
Emergency Assistance Act by reason of Hurricane Katrina (see sec.
404 of Pub. L. No. 109-73). The waiver of the first-time homebuyer
requirement does not apply to financing provided after December
31, 2007. KETRA also increases to $150,000 the permitted amount
of a qualified home-improvement loans with respect to residences
located in the Hurricane Katrina disaster area to the extent such
loan is for the repair of damage caused by Hurricane Katrina.

Explanation of Provision

The provision extends the waiver of the first-time homebuyer re-
quirement provided by KETRA to financing provided through De-
cember 31, 2010.

(For a description of additional mortgage revenue bond rules ap-
plicable to the GO Zone, the Rita GO Zone and the Wilma GO
Zone, see II.H—Special Rules for Mortgage Revenue Bonds, below)

Effective Date

The provision is effective on the date of enactment (December 22,
2005).

22. Treasury authority to grant bonus depreciation placed-
in-service date relief (sec. 105 of the Act and sec. 168(k)
of the Code)

Present Law

In general

A taxpayer is allowed to recover, through annual depreciation de-
ductions, the cost of certain property used in a trade or business
or for the production of income. The amount of the depreciation de-
duction allowed with respect to tangible property for a taxable year
is determined under the modified accelerated cost recovery system
(“MACRS”). Under MACRS, different types of property generally
are assigned applicable recovery periods and depreciation methods.
The recovery periods applicable to most tangible personal property
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range from three to 25 years. The depreciation methods generally
applicable to tangible personal property are the 200-percent and
150-percent declining balance methods, switching to the straight-
line method for the taxable year in which the depreciation deduc-
tion would be maximized.

Additional first year depreciation deduction

Sec. 168(k) allows an additional first-year depreciation deduction
equal to 30 percent or 50 percent of the adjusted basis of qualified
property. In order for property to qualify for the additional first-
year depreciation deduction, it must meet all of the following re-
quirements. First, the property must be (1) property to which
MACRS applies with an applicable recovery period of 20 years or
less, (2) water utility property (as defined in section 168(e)(5)), (3)
computer software other than computer software covered by section
197, or (4) qualified leasehold improvement property (as defined in
section 168(k)(3)). Second, the original use (the first use to which
the property is put, whether or not such use corresponds to the use
of such property by the taxpayer) of the property must commence
with the taxpayer on or after September 11, 2001. Third, the tax-
payer must acquire the property within the applicable time period.
Finally, the property must be placed in service before January 1,
2005.

An extension of the placed-in-service date of one year (i.e., Janu-
ary 1, 2006) is provided for certain property with a recovery period
of ten years or longer and certain transportation property. In order
for property to qualify for the extended placed-in-service date, the
property must be subject to section 263A and have an estimated
production period exceeding two years or an estimated production
period exceeding one year and a cost exceeding $1 million. Trans-
portation property is defined as tangible personal property used in
the trade or business of transporting persons or property.

The applicable time period for acquired property is (1) after Sep-
tember 10, 2001 and before January 1, 2005, but only if no binding
written contract for the acquisition is in effect before September 11,
2001, or (2) pursuant to a binding written contract which was en-
tered into after September 10, 2001, and before January 1, 2005.
With respect to property that is manufactured, constructed, or pro-
duced by the taxpayer for use by the taxpayer, the taxpayer must
begin the manufacture, construction, or production of the property
after September 10, 2001. For property eligible for the extended
placed-in-service date, a special rule limits the amount of costs eli-
gible for the additional first year depreciation. With respect to such
property, only the portion of the basis that is properly attributable
to the costs incurred before January 1, 2005 (“progress expendi-
tures”) is eligible for the additional first-year depreciation. For pur-
poses of determining the amount of eligible progress expenditures,
rules similar to sec. 46(d)(3) as in effect prior to the Tax Reform
Act of 1986 apply.

In addition, certain non-commercial aircraft can qualify for the
extended placed-in-service date. Qualifying aircraft are eligible for
the additional first-year depreciation deduction if placed in service
before January 1, 2006. In order to qualify, the aircraft must:
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1. be acquired by the taxpayer during the applicable time pe-
riod as under present law;

2. meet the appropriate placed-in-service date requirements;

3. not be tangible personal property used in the trade or
business of transporting persons or property (except for agri-
cultural or firefighting purposes);

4. be purchased by a purchaser who, at the time of the con-
tract for purchase, has made a nonrefundable deposit of the
lesser of ten percent of the cost or $100,000; and

5. have an estimated production period exceeding four
months and a cost exceeding $200,000.

Aircraft qualifying under these rules are not subject to the
progress expenditures limitation.

Explanation of Provision

The provision provides the Secretary with authority to further
extend the placed-in-service date (beyond December 31, 2005), on
a case-by-case basis, for certain property eligible for the December
31, 2005 placed-in-service date under present law. The authority
extends only to property placed in service or manufactured in the
Gulf Opportunity Zone, the Rita GO Zone, or the Wilma GO Zone.
In addition, the authority extends only to circumstances in which
the taxpayer was unable to meet the December 31, 2005 deadline
as a result of Hurricanes Katrina, Rita, and/or Wilma. The exten-
sion should be only for such additional time as is required as a re-
sult of the hurricane(s) and in no case should extend the deadline
beyond December 31, 2006.

Effective Date

The provision applies to property placed in service on or after
August 28, 2005, in taxable years ending on or after such date.



TITLE II—TAX BENEFITS RELATED TO HURRICANES
RITA AND WILMA

A. Special Rules for Use of Retirement Funds (sec. 201 of the
Act and new sec. 1400Q of the Code)

1. Tax-favored withdrawals from retirement plans relating
to Hurricanes Rita and Wilma

Present Law

In general

Under present law, a distribution from a qualified retirement
plan under section 401(a), a qualified annuity plan under section
403(a), a tax-sheltered annuity under section 403(b) (a “403(b) an-
nuity”), an eligible deferred compensation plan maintained by a
State or local government under section 457 (a “governmental 457
plan”), or an individual retirement arrangement under section 408
(an “IRA”) generally is included in income for the year distributed
(secs. 402(a), 403(a), 403(b), 408(d), and 457(a)). (These plans are
referred to collectively as “eligible retirement plans”.) In addition,
a distribution from a qualified retirement or annuity plan, a 403(b)
annuity, or an IRA received before age 59V, death, or disability
generally is subject to a 10-percent early withdrawal tax on the
amount includible in income, unless an exception applies (sec.
72(t)).

An eligible rollover distribution from a qualified retirement or
annuity plan, a 403(b) annuity, or a governmental 457 plan, or a
distribution from an IRA, generally can be rolled over within 60
days to another plan, annuity, or IRA. The IRS has the authority
to waive the 60-day requirement if failure to waive the requirement
would be against equity or good conscience, including cases of cas-
ualty, disaster, or other events beyond the reasonable control of the
individual. Any amount rolled over is not includible in income (and
thus also not subject to the 10-percent early withdrawal tax).

Distributions from a qualified retirement or annuity plan, 403(b)
annuity, a governmental 457 plan, or an IRA are generally subject
to income tax withholding unless the recipient elects otherwise. An
eligible rollover distribution from a qualified retirement or annuity
plan, 403(b) annuity, or governmental 457 plan is subject to income
tax withholding at a 20-percent rate unless the distribution is
rolled over to another plan, annuity or IRA by means of a direct
transfer.

Certain amounts held in a qualified retirement plan that in-
cludes a qualified cash-or-deferred arrangement (a “401(k) plan”) or
in a 403(b) annuity may not be distributed before severance from
employment, age 59%2, death, disability, or financial hardship of
the employee. Amounts deferred under a governmental 457 plan

(208)
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may not be distributed before severance from employment, age
70%2, or an unforeseeable emergency of the employee.

Katrina Emergency Tax Relief Act of 2005

The Katrina Emergency Tax Relief Act of 2005 (Public Law 109-
73) provides an exception to the 10-percent early withdrawal tax in
the case of a qualified Hurricane Katrina distribution from a quali-
fied retirement or annuity plan, a 403(b) annuity, or an IRA. In ad-
dition, as discussed more fully below, income attributable to a
qualified Hurricane Katrina distribution may be included in income
ratably over three years, and the amount of a qualified Hurricane
Katrina distribution may be recontributed to an eligible retirement
plan within three years.

A qualified Hurricane Katrina distribution is a distribution from
an eligible retirement plan made on or after August 25, 2005, and
before January 1, 2007, to an individual whose principal place of
abode on August 28, 2005, is located in the Hurricane Katrina dis-
aster area and who has sustained an economic loss by reason of
Hurricane Katrina. The total amount of qualified Hurricane
Katrina distributions that an individual can receive from all plans,
annuities, or IRAs is $100,000. Thus, any distributions in excess of
$100,000 during the applicable period are not qualified Hurricane
Katrina distributions.

Any amount required to be included in income as a result of a
qualified Hurricane Katrina distribution is included in income rat-
ably over the three-year period beginning with the year of distribu-
tion unless the individual elects not to have ratable inclusion
apply. Certain rules apply for purposes of the ratable inclusion pro-
vision. For example, the amount required to be included in income
for any taxable year in the three-year period cannot exceed the
total amount to be included in income with respect to the qualified
Hurricane Katrina distribution, reduced by amounts included in in-
come for preceding years in the period.

Any portion of a qualified Hurricane Katrina distribution may, at
any time during the three-year period beginning the day after the
date on which the distribution was received, be recontributed to an
eligible retirement plan to which a rollover can be made. Any
amount recontributed within the three-year period is treated as a
rollover and thus is not includible in income. For example, if an in-
dividual receives a qualified Hurricane Katrina distribution in
2005, that amount is included in income, generally ratably over the
year of the distribution and the following two years, but is not sub-
ject to the 10-percent early withdrawal tax. If, in 2007, the amount
of the qualified Hurricane Katrina distribution is recontributed to
an eligible retirement plan, the individual may file an amended re-
turn (or returns) to claim a refund of the tax attributable to the
amount previously included in income. In addition, if, under the
ratable inclusion provision, a portion of the distribution has not yet
been included in income at the time of the contribution, the re-
maining amount is not includible in income.

A qualified Hurricane Katrina distribution is a permissible dis-
tribution from a 401(k) plan, 403(b) annuity, or governmental 457
plan, regardless of whether a distribution would otherwise be per-
missible. A plan is not treated as violating any Code requirement
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merely because it treats a distribution as a qualified Hurricane
Katrina distribution, provided that the aggregate amount of such
distributions from plans maintained by the employer and members
of the employer’s controlled group does not exceed $100,000. Thus,
a plan is not treated as violating any Code requirement merely be-
cause an individual might receive total distributions in excess of
$100,000, taking into account distributions from plans of other em-
ployers or IRAs.

Qualified Hurricane Katrina distributions are subject to the in-
come tax withholding rules applicable to distributions other than
eligible rollover distributions. Thus, 20-percent mandatory with-
holding does not apply.

Explanation of Provision

The provision codifies and expands the relief provided under the
Katrina Emergency Tax Relief Act of 2005 in the case of qualified
Hurricane Katrina distributions to any “qualified hurricane dis-
tribution,” which is defined to include distributions relating to Hur-
ricanes Rita and Wilma. Under the provision, a qualified hurricane
distribution includes distributions that meet the definition of quali-
fied Hurricane Katrina distribution under the Katrina Emergency
Tax Relief Act of 2005, as well as any other distribution from an
eligible retirement plan made on or after September 23, 2005, and
before January 1, 2007, to an individual whose principal place of
abode on September 23, 2005, is located in the Hurricane Rita dis-
aster area and who has sustained an economic loss by reason of
Hurricane Rita. A qualified hurricane distribution also includes a
distribution from an eligible retirement plan made on or after Octo-
ber 23, 2005, and before January 1, 2007, to an individual whose
principal place of abode on October 23, 2005, is located in the Hur-
ricane Wilma disaster area and who has sustained an economic
loss by reason of Hurricane Wilma.

The total amount of qualified hurricane distributions that an in-
dividual can receive from all plans, annuities, or IRAs is $100,000.

Effective Date

The provision is effective on the date of enactment (December 22,
2005).

2. Recontributions of withdrawals for home purchases can-
celled due to Hurricanes Rita and Wilma

Present Law

In general

Under present law, a distribution from a qualified retirement
plan, a tax-sheltered annuity (a “403(b) annuity”), or an individual
retirement arrangement (an “IRA”) generally is included in income
for the year distributed (secs. 402(a), 403(b), and 408(d)). In addi-
tion, a distribution from a qualified retirement plan, a 403(b) annu-
ity, or an IRA received before age 592, death, or disability gen-
erally is subject to a 10-percent early withdrawal tax on the
amount includible in income, unless an exception applies (sec.
72(t)). An exception to the 10-percent tax applies in the case of a
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qualified first-time homebuyer distribution from an IRA, i.e., a dis-

tribution (not to exceed $10,000) used within 120 days for the pur-

i:)hase or construction of a principal residence of a first-time home-
uyer.

An eligible rollover distribution from a qualified retirement plan
or a 403(b) annuity or a distribution from an IRA generally can be
rolled over within 60 days to another plan, annuity, or IRA. The
IRS has the authority to waive the 60-day requirement if failure
to waive the requirement would be against equity or good con-
science, including cases of casualty, disaster, or other events be-
yond the reasonable control of the individual. Any amount rolled
over is not includible in income (and thus also not subject to the
10-percent early withdrawal tax).

Certain amounts held in a qualified retirement plan that in-
cludes a qualified cash-or-deferred arrangement (a “401(k) plan”) or
a 403(b) annuity may not be distributed before severance from em-
ployment, age 59V, death, disability, or financial hardship of the
employee. For this purpose, subject to certain conditions, distribu-
tions for costs directly related to the purchase of a principal resi-
dence by an employee (excluding mortgage payments) are deemed
to be distributions on account of financial hardship.

Katrina Emergency Tax Relief Act of 2005

The Katrina Emergency Tax Relief Act of 2005 generally pro-
vides that a distribution received from a 401(k) plan, 403(b) annu-
ity, or IRA in order to purchase a home in the Hurricane Katrina
disaster area may be recontributed to such a plan, annuity, or IRA
in certain circumstances.

The ability to recontribute applies to an individual who receives
a qualified distribution. A qualified distribution is a hardship dis-
tribution from a 401(k) plan or 403(b) annuity, or a qualified first-
time homebuyer distribution from an IRA: (1) that is received after
February 28, 2005, and before August 29, 2005; and (2) that was
to be used to purchase or construct a principal residence in the
Hurricane Katrina disaster area, but the residence is not pur-
chased or constructed on account of Hurricane Katrina.

Any portion of a qualified distribution may, during the period be-
ginning on August 25, 2005, and ending on February 28, 2006, be
recontributed to a plan, annuity or IRA to which a rollover is per-
mitted. Any amount recontributed is treated as a rollover. Thus,
that portion of the qualified distribution is not includible in income
(and also is not subject to the 10-percent early withdrawal tax).

Explanation of Provision

The provision codifies and expands the provision under the
Katrina Emergency Tax Relief Act of 2005 allowing recontribution
of certain distributions from a 401(k) plan, 403(b) annuity, or IRA
to qualified Hurricane Rita distributions and to qualified Hurricane
Wilma distributions.

A qualified Hurricane Rita distribution is a hardship distribution
from a 401(k) plan or 403(b) annuity, or a qualified first-time
homebuyer distribution from an IRA: (1) that is received after Feb-
ruary 28, 2005, and before September 24, 2005; and (2) that was
to be used to purchase or construct a principal residence in the
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Hurricane Rita disaster area, but the residence is not purchased or
constructed on account of Hurricane Rita. Any portion of a quali-
fied Hurricane Rita distribution may, during the period beginning
on September 23, 2005, and ending on February 28, 2006, be re-
contributed to a plan, annuity or IRA to which a rollover is per-
mitted.

A qualified Hurricane Wilma distribution is a hardship distribu-
tion from a 401(k) plan or 403(b) annuity, or a qualified first-time
homebuyer distribution from an IRA: (1) that is received after Feb-
ruary 28, 2005, and before October 24, 2005; and (2) that was to
be used to purchase or construct a principal residence in the Hurri-
cane Wilma disaster area, but the residence is not purchased or
constructed on account of Hurricane Wilma. Any portion of a quali-
fied Hurricane Wilma distribution may, during the period begin-
ning on October 23, 2005, and ending on February 28, 2006, be re-
contributed to a plan, annuity or IRA to which a rollover is per-
mitted.

Effective Date

The provision is effective on the date of enactment (December 22,
2005).

3. Loans from qualified plans to individuals sustaining an
economic loss due to Hurricane Rita or Wilma

Present Law

In general

An individual is permitted to borrow from a qualified plan in
which the individual participates (and to use his or her accrued
benefit as security for the loan) provided the loan bears a reason-
able rate of interest, is adequately secured, provides a reasonable
repayment schedule, and is not made available on a basis that dis-
criminates in favor of employees who are officers, shareholders, or
highly compensated.

Subject to certain exceptions, a loan from a qualified employer
plan to a plan participant is treated as a taxable distribution of
plan benefits. A qualified employer plan includes a qualified retire-
ment plan under section 401(a), a qualified annuity plan under sec-
tion 403(a), a tax-deferred annuity under section 403(b), and any
plan that was (or was determined to be) a qualified employer plan
or a governmental plan.

An exception to this general rule of income inclusion is provided
to the extent that the loan (when added to the outstanding balance
of all other loans to the participant from all plans maintained by
the employer) does not exceed the lesser of (1) $50,000 reduced by
the excess of the highest outstanding balance of loans from such
plans during the one-year period ending on the day before the date
the loan is made over the outstanding balance of loans from the
plan on the date the loan is made or (2) the greater of $10,000 or
one half of the participant’s accrued benefit under the plan (sec.
72(p)). This exception applies only if the loan is required, by its
terms, to be repaid within five years. An extended repayment pe-
riod is permitted for the purchase of the principal residence of the
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participant. Plan loan repayments (principal and interest) must be
amortized in level payments and made not less frequently than
quarterly, over the term of the loan.

Katrina Emergency Tax Relief Act of 2005

The Katrina Emergency Tax Relief Act of 2005 provides special
rules in the case of a loan from a qualified employer plan to a
qualified individual made after September 23, 2005, and before
January 1, 2007. A qualified individual is an individual whose
principal place of abode on August 28, 2005, is located in the Hur-
ricane Katrina disaster area and who has sustained an economic
loss by reason of Hurricane Katrina.

The exception to the general rule of income inclusion is provided
to the extent that the loan (when added to the outstanding balance
of all other loans to the participant from all plans maintained by
the employer) does not exceed the lesser of (1) $100,000 reduced by
the excess of the highest outstanding balance of loans from such
plans during the one-year period ending on the day before the date
the loan is made over the outstanding balance of loans from the
plan on the date the loan is made or (2) the greater of $10,000 or
the participant’s accrued benefit under the plan.

In the case of a qualified individual with an outstanding loan on
or after August 25, 2005, from a qualified employer plan, if the due
date for any repayment with respect to such loan occurs during the
period beginning on August 25, 2005, and ending on December 31,
2006, such due date is delayed for one year. Any subsequent repay-
ments with respect to such loan shall be appropriately adjusted to
reflect the delay in the due date and any interest accruing during
such delay. The period during which required repayment is delayed
is disregarded in complying with the requirements that the loan be
repgid within five years and that level amortization payments be
made.

Explanation of Provision

The provision codifies and expands the special rules for loans
from a qualified employer plan provided under the Katrina Emer-
gency Tax Relief Act of 2005 to loans from a qualified employer
plan to a qualified Hurricane Rita or Hurricane Wilma individual
made on or after the date of enactment and before January 1, 2007.

A qualified Hurricane Rita individual includes an individual
whose principal place of abode on September 23, 2005, is located
in a Hurricane Rita disaster area and who has sustained an eco-
nomic loss by reason of Hurricane Rita. In the case of a qualified
Hurricane Rita individual with an outstanding loan on or after
September 23, 2005, from a qualified employer plan, if the due date
for any repayment with respect to such loan occurs during the pe-
riod beginning on September 23, 2005, and ending on December 31,
2006, such due date is delayed for one year.

A qualified Hurricane Wilma individual includes an individual
whose principal place of abode on October 23, 2005, is located in
a Hurricane Wilma disaster area and who has sustained an eco-
nomic loss by reason of Hurricane Wilma. In the case of a qualified
Hurricane Wilma individual with an outstanding loan on or after
October 23, 2005, from a qualified employer plan, if the due date
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for any repayment with respect to such loan occurs during the pe-
riod beginning on October 23, 2005, and ending on December 31,
2006, such due date is delayed for one year.

An individual cannot be a qualified individual with respect to
more than one hurricane.

Effective Date

The provision is effective on the date of enactment (December 22,
2005).

4. Plan amendments relating to Hurricane Rita and Hurri-
cane Wilma relief

Present Law

In general

Present law provides a remedial amendment period during
which, under certain circumstances, a plan may be amended retro-
actively in order to comply with the qualification requirements (sec.
401(b)). In general, plan amendments to reflect changes in the law
generally must be made by the time prescribed by law for filing the
income tax return of the employer for the employer’s taxable year
in which the change in law occurs. The Secretary of the Treasury
may extend the time by which plan amendments need to be made.

Katrina Emergency Tax Relief Act of 2005

The Katrina Emergency Tax Relief Act of 2005 permits certain
plan amendments made pursuant to the changes made by the pro-
visions of Title I of the Act, or regulations issued thereunder, to be
retroactively effective. If the plan amendment meets the require-
ments of the Act, then the plan will be treated as being operated
in accordance with its terms. In order for this treatment to apply,
the plan amendment is required to be made on or before the last
day of the first plan year beginning on or after January 1, 2007,
or such later date as provided by the Secretary of the Treasury.
Governmental plans are given an additional two years in which to
make required plan amendments. If the amendment is required to
be made to retain qualified status as a result of the changes made
by Title I of the Act (or regulations), the amendment is required
to be made retroactively effective as of the date on which the
change became effective with respect to the plan, and the plan is
required to be operated in compliance until the amendment is
made. Amendments that are not required to retain qualified status
but that are made pursuant to the changes made by Title I of the
Act (or regulations) may be made retroactively effective as of the
first day the plan is operated in accordance with the amendment.
A plan amendment will not be considered to be pursuant to
changes made by Title I of the Act (or regulations) if it has an ef-
fective date before the effective date of the provision under the Act
(or regulations) to which it relates.

Explanation of Provision

The provision codifies and expands the ability to make retro-
active plan amendments under the Katrina Emergency Tax Relief
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Act of 2005 to apply to changes made pursuant to new section
1400Q of the Code, or regulations issued thereunder.

Effective Date

The provision is effective on the date of enactment (December 22,
2005).

B. Employee Retention Credit for Employers Affected by
Hurricanes Katrina, Rita, and Wilma (sec. 201 of the Act
and new sec. 1400R of the Code)

Present Law

The Katrina Emergency Tax Relief Act of 2005 provides a credit
of 40 percent of the qualified wages (up to a maximum of $6,000
in qualified wages per employee) paid by an eligible employer to an
eligible employee.

An eligible employer is any employer (1) that conducted an active
trade or business on August 28, 2005, in the core disaster area and
(2) with respect to which the trade or business described in (1) is
inoperable on any day after August 28, 2005, and before January
1, 2006, as a result of damage sustained by reason of Hurricane
Katrina. An eligible employer shall not include any trade or busi-
ness for any taxable year if such trade or business employed an av-
erage of more than 200 employees on business days during the tax-
able year.

The term “core disaster area” means that portion of the Hurri-
cane Katrina disaster area determined by the President to warrant
individual or individual and public assistance from the Federal
Government under such Act. The term “Hurricane Katrina disaster
area” means an area with respect to which a major disaster has
been declared by the President before September 14, 2005, under
section 401 of the Robert T. Stafford Disaster Relief and Emer-
gency Assistance Act by reason of Hurricane Katrina.

An eligible employee is, with respect to an eligible employer, an
employee whose principal place of employment on August 28, 2005,
with such eligible employer was in a core disaster area. An em-
ployee may not be treated as an eligible employee for any period
with respect to an employer if such employer is allowed a credit
under section 51 with respect to the employee for the period.

Qualified wages are wages (as defined in section 51(c)(1) of the
Code, but without regard to section 3306(b)(2)(B) of the Code) paid
or incurred by an eligible employer with respect to an eligible em-
ployee on any day after August 28, 2005, and before January 1,
2006, during the period (1) beginning on the date on which the
trade or business first became inoperable at the principal place of
employment of the employee immediately before Hurricane
Katrina, and (2) ending on the date on which such trade or busi-
ness has resumed significant operations at such principal place of
employment. Qualified wages include wages paid without regard to
whether the employee performs no services, performs services at a
different place of employment than such principal place of employ-
ment, or performs services at such principal place of employment
before significant operations have resumed.



216

The credit is a part of the current year business credit under sec-
tion 38(b) and therefore is subject to the tax liability limitations of
section 38(c). Rules similar to sections 280C(a), 51(1)(1) and 52
apply to the credit.

Explanation of Provision

The provision codifies the employee retention credit provisions
that were enacted in the Katrina Emergency Tax Relief Act of
2005, and eliminates the provision that restricted the credit to em-
ployers of not more than 200 employees.

The provision extends the retention credit, as modified to elimi-
nate the employer size limitation, to employers affected by Hurri-
canes Rita and Wilma and located in the Rita GO Zone and Wilma
GO Zone, respectively. The reference dates for employers affected
by Hurricane Rita and Hurricane Wilma, comparable to the August
28, 2005 date of present law for employers affected by Hurricane
Katrina, are September 23, 2005, and October 23, 2005, respec-
tively.

Effective Date

The codification of the provision in the Katrina Emergency Tax
Relief Act of 2005 takes effect on the date of enactment (December
22, 2005). The provision that repeals the employer size limitation
is, with respect to the Hurricane Katrina retention credit, effective
as if included in the Katrina Emergency Tax Relief Act of 2005.
The retention credit is effective for wages paid after September 23,
2005, in the case of Hurricane Rita and after October 23, 2005, in
the case of Hurricane Wilma.

C. Temporary Suspension of Limitations on Charitable Con-
tributions (sec. 201 of the Act and new sec. 1400S(a) of the
Code)

Present Law

In general

In general, an income tax deduction is permitted for charitable
contributions, subject to certain limitations that depend on the type
of taxpayer, the property contributed, and the donee organization
(sec. 170).

Charitable contributions of cash are deductible in the amount
contributed. In general, contributions of capital gain property to a
qualified charity are deductible at fair market value with certain
exceptions. Capital gain property means any capital asset or prop-
erty used in the taxpayer’s trade or business the sale of which at
its fair market value, at the time of contribution, would have re-
sulted in gain that would have been long-term capital gain. Con-
tributions of other appreciated property generally are deductible at
the donor’s basis in the property. Contributions of depreciated
property generally are deductible at the fair market value of the
property.
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Percentage limitations

Contributions by individuals

For individuals, in any taxable year, the amount deductible as a
charitable contribution is limited to a percentage of the taxpayer’s
contribution base. The applicable percentage of the contribution
base varies depending on the type of donee organization and prop-
erty contributed. The contribution base is defined as the taxpayer’s
adjusted gross income computed without regard to any net oper-
ating loss carryback.

Contributions by an individual taxpayer of property (other than
appreciated capital gain property) to a charitable organization de-
scribed in section 170(b)(1)(A) (e.g., public charities, private founda-
tions other than private non-operating foundations, and certain
governmental units) may not exceed 50 percent of the taxpayer’s
contribution base. Contributions of this type of property to nonop-
erating private foundations and certain other organizations gen-
erally may be deducted up to 30 percent of the taxpayer’s contribu-
tion base.

Contributions of appreciated capital gain property to charitable
organizations described in section 170(b)(1)(A) generally are de-
ductible up to 30 percent of the taxpayer’s contribution base. An in-
dividual may elect, however, to bring all these contributions of ap-
preciated capital gain property for a taxable year within the 50-
percent limitation category by reducing the amount of the contribu-
tion deduction by the amount of the appreciation in the capital
gain property. Contributions of appreciated capital gain property to
charitable organizations described in section 170(b)(1)(B) (e.g., pri-
vate nonoperating foundations) are deductible up to 20 percent of
the taxpayer’s contribution base.

Contributions by corporations

For corporations, in any taxable year, charitable contributions
are not deductible to the extent the aggregate contributions exceed
10 percent of the corporation’s taxable income computed without
regard to net operating loss or capital loss carrybacks.

For purposes of determining whether a corporation’s aggregate
charitable contributions in a taxable year exceed the applicable
percentage limitation, contributions of capital gain property are
taken into account after other charitable contributions.

Carryforward of excess contributions

Charitable contributions that exceed the applicable percentage
limitation may be carried forward for up to five years (sec. 170(d)).
The amount that may be carried forward from a taxable year (“con-
tribution year”) to a succeeding taxable year may not exceed the
applicable percentage of the contribution base for the succeeding
taxable year less the sum of contributions made in the succeeding
taxable year plus contributions made in taxable years prior to the
contribution year and treated as paid in the succeeding taxable
year.
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Overall limitation on itemized deductions (“Pease” limita-
tion)

Under present law, the total amount of otherwise allowable
itemized deductions (other than medical expenses, investment in-
terest, and casualty, theft, or wagering losses) is reduced by three
percent of the amount of the taxpayer’s adjusted gross income in
excess of a certain threshold. The otherwise allowable itemized de-
ductions may not be reduced by more than 80 percent. For 2005,
the adjusted gross income threshold is $145,950 ($72,975 for a mar-
ried taxpayer filing a joint return). These dollar amounts are ad-
justed for inflation.

The otherwise applicable overall limitation on itemized deduc-
tions is reduced by one-third in taxable years beginning in 2006
and 2007, and by two-thirds in taxable years beginning in 2008
and 2009. The overall limitation is repealed for taxable years be-
ginning after December 31, 2009, and reinstated for taxable years
beginning after December 31, 2010.

Katrina Emergency Tax Relief Act of 2005—Increase in per-
centage limitations

Under section 301 of the Katrina Emergency Tax Relief Act of
2005, in the case of an individual, the deduction for qualified con-
tributions is allowed up to the amount by which the taxpayer’s con-
tribution base exceeds the deduction for other charitable contribu-
tions. Contributions in excess of this amount are carried over to
succeeding taxable years as contributions described in section
170(b)(1)(A), subject to the limitations of section 170(d)(1)(A)(i) and
(i1).

In the case of a corporation, the deduction for qualified contribu-
tions is allowed up to the amount by which the corporation’s tax-
able income (as computed under section 170(b)(2)) exceeds the de-
duction for other charitable contributions. Contributions in excess
of this amount are carried over to succeeding taxable years, subject
to the limitations of section 170(d)(2).

In applying subsections (b) and (d) of section 170 to determine
the deduction for other contributions, qualified contributions are
not taken into account (except to the extent qualified contributions
are carried over to succeeding taxable years under the rules de-
scribed above).

Qualified contributions are cash contributions made during the
period beginning on August 28, 2005, and ending on December 31,
2005, to a charitable organization described in section 170(b)(1)(A)
(other than a supporting organization described in section
509(a)(3)). Contributions of noncash property, such as securities,
are not qualified contributions. Under the provision, qualified con-
tributions must be to an organization described in section
170(b)(1)(A); thus, contributions to, for example, a charitable re-
mainder trust generally are not qualified contributions, unless the
charitable remainder interest is paid in cash to an eligible charity
during the applicable time period. In the case of a corporation,
qualified contributions must be for relief efforts related to Hurri-
cane Katrina. A taxpayer must elect to have the contributions
treated as qualified contributions.
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Qualified contributions do not include a contribution if the con-
tribution is for establishment of a new, or maintenance in an exist-
ing, segregated fund or account with respect to which the donor (or
any person appointed or designated by such donor) has, or reason-
ably expects to have, advisory privileges with respect to distribu-
tions or investments by reason of the donor’s status as a donor. For
example, a segregated fund or account exists if a donor makes a
charitable contribution and the donee separately identifies the do-
nor’s contribution on its books. The donor has advisory privileges
with respect to such segregated fund or account if the donor, by
written agreement or otherwise, reasonably expects to provide ad-
vice to the donee as to the investment or distribution of amounts
from such fund or account. In addition, a segregated fund or ac-
count also includes, but is not limited to, a separate bank account
or trust established or maintained by a donee; however, in order
for a contribution to such account or fund necessarily to be not a
qualified contribution, the donor (or a person appointed or des-
ignated by the donor) must have or reasonably expect to have advi-
sory privileges as to the investment or distribution of amounts in
such account or fund. For instance, a donor reasonably expects to
have advisory privileges with respect to contributions made by the
donor if the donor understands that the donee will consider advice
provided by the donor (or a person appointed or designated by the
donor) in making investments or distributions. It is intended that
a person shall not be treated as having advisory privileges by vir-
tue of having a legal or contractual right or obligation, or a fidu-
ciary duty, with respect to a segregated fund or account. If a donor
makes a contribution for establishment of a new, or maintenance
in an existing segregated account or fund, and the donor also pro-
vides advice with respect to amounts in such account or fund by
reason of the donor’s position as an officer, employee, or director of
the donee, and not by reason of the donor’s status as a donor, then,
under the provision, the donor is not treated as having or reason-
ably expecting to have advisory privileges with respect to such fund
or account. However, if by reason of a donor’s charitable contribu-
tion to a segregated account or fund, the donor secured an appoint-
ment on a committee of the donee organization that advised how
to distribute or invest amounts in such account or fund, the con-
tribution would not be a qualified contribution notwithstanding
that the donor is an officer, employee, or director of the donee orga-
nization.

The Act requires that qualified contributions by a corporation be
made for relief efforts related to Hurricane Katrina. Corporate tax-
payers must substantiate that the contribution is made for this
purpose.

Limitation on overall itemized deductions

Under the Katrina Emergency Tax Relief Act of 2005, the chari-
table contribution deduction up to the amount of qualified contribu-
tions (as defined above) paid during the year is not treated as an
itemized deduction for purposes of the overall limitation on
itemized deductions.



220

Explanation of Provision

The provision codifies the provisions in the Katrina Emergency
Tax Relief Act of 2005, and extends the definition of qualified con-
tributions (as described above), in the case of corporations, to in-
clude contributions for relief efforts related to Hurricane Rita and
Hurricane Wilma.

Effective Date

The codification of the provision in the Katrina Emergency Tax
Relief Act of 2005 takes effect on date of enactment (December 22,
2005). The expansion of the provision applies to contributions made
on or after September 23, 2005.

D. Suspension of Certain Limitations on Personal Casualty
Losses (sec. 201 of the Act and new section 1400S(b) of the
Code)

Present Law

In general

Under present law, a taxpayer may generally claim a deduction
for any loss sustained during the taxable year and not compensated
by insurance or otherwise (sec. 165). For individual taxpayers, de-
ductible losses must be incurred in a trade or business or other
profit- seeking activity or consist of property losses arising from
fire, storm, shipwreck, or other casualty, or from theft. Personal
casualty or theft losses are deductible only if they exceed $100 per
casualty or theft. In addition, aggregate net casualty and theft
losses are deductible only to the extent they exceed 10 percent of
an individual taxpayer’s adjusted gross income.

Hurricane Katrina

Under the Katrina Emergency Tax Relief Act of 2005, the two
limitations on personal casualty or theft losses do not apply to the
extent those losses arise in the Hurricane Katrina disaster area on
or after August 25, 2005, and are attributable to Hurricane Katrina
(“Katrina casualty losses”). Specifically, Katrina casualty losses
meeting the above requirements need not exceed $100 per casualty
or theft. In addition, such losses are deductible without regard to
whether aggregate net losses exceed 10 percent of a taxpayer’s ad-
justed gross income. For purposes of applying the 10 percent
threshold to other personal casualty or theft losses, Katrina cas-
ualty losses are disregarded. Thus, such losses are effectively treat-
ed as a deduction separate from all other casualty losses.

For purposes of determining whether a loss is a Katrina casualty
loss, the term “Hurricane Katrina disaster area” means an area
with respect to which a major disaster had been declared by the
President before September 14, 2005, under section 401 of the Rob-
ert T. Stafford Disaster Relief and Emergency Assistance Act by
reason of Hurricane Katrina. The States for which such a disaster
had been declared are Alabama, Florida, Louisiana, and Mis-
sissippi.
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Explanation of Provision

The provision codifies the Katrina Emergency Tax Relief Act of
2005 rule for Katrina casualty losses and expands it to include
losses that arise in the Hurricane Rita disaster area and are attrib-
utable to Hurricane Rita and losses that arise in the Hurricane
Wilma disaster area and are attributable to Hurricane Wilma.

Effective Date

The codification of the provision in the Katrina Emergency Tax
Relief Act of 2005 takes effect on date of enactment (December 22,
2005). The expansion of the provision applies to losses related to
Hurricane Rita arising on or after September 23, 2005, and to
losses related to Hurricane Wilma arising on or after October 23,
2005.

E. Required Exercise of IRS Administrative Authority (sec.
201 of the Act and new sec. 1400S(c) of the Code)

Present Law

General time limits for filing tax returns

Individuals generally must file their Federal income tax returns
by April 15 of the year following the close of a taxable year. The
Secretary may grant reasonable extensions of time for filing such
returns. Treasury regulations provide an additional automatic two-
month extension (until June 15 for calendar-year individuals) for
United States citizens and residents in military or naval service on
duty on April 15 of the following year (the otherwise applicable due
date of the return) outside the United States. No action is nec-
essary to apply for this extension, but taxpayers must indicate on
their returns (when filed) that they are claiming this extension.
Unlike most extensions of time to file, this extension applies to
both filing returns and paying the tax due.

Treasury regulations also provide, upon application on the proper
form, an automatic four-month extension (until August 15 for cal-
endar-year individuals) for any individual timely filing that form
and paying the amount of tax estimated to be due.

In general, individuals must make quarterly estimated tax pay-
ments by April 15, June 15, September 15, and January 15 of the
following taxable year. Wage withholding is considered to be a pay-
ment of estimated taxes.

Suspension of time periods

In general, the period of time for performing various acts under
the Code, such as filing tax returns, paying taxes, or filing a claim
for credit or refund of tax, is suspended for any individual serving
in the Armed Forces of the United States in an area designated as
a “combat zone” or when deployed outside the United States away
from the individual’s permanent duty station while participating in
an operation designated by the Secretary of Defense as a “contin-
gency operation” or that becomes a contingency operation. The sus-
pension of time also applies to an individual serving in support of
such Armed Forces in the combat zone or contingency operation,
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such as Red Cross personnel, accredited correspondents, and civil-
ian personnel acting under the direction of the Armed Forces in
support of those Forces. The designation of a combat zone must be
made by the President in an Executive Order. A contingency oper-
ation is defined as a military operation that is designated by the
Secretary of Defense as an operation in which members of the
Armed Forces are or may become involved in military actions, oper-
ations, or hostilities against an enemy of the United States or
against an opposing military force, or results in the call or order
to (or retention of) active duty of members of the uniformed serv-
ices during a war or a national emergency declared by the Presi-
dent or Congress.

The suspension of time encompasses the period of service in the
combat zone during the period of combatant activities in the zone
or while participating in a contingency operation, as well as (1) any
time of continuous qualified hospitalization resulting from injury
received in the combat zone or contingency operation or (2) time in
missing in action status, plus the next 180 days.

The suspension of time applies to the following acts:

1. Filing any return of income, estate, gift, employment or
excise taxes;

2. Payment of any income, estate, gift, employment or excise
taxes;

3. Filing a petition with the Tax Court for redetermination
(())f a deficiency, or for review of a decision rendered by the Tax

ourt;

4. Allowance of a credit or refund of any tax;

5. Filing a claim for credit or refund of any tax;

6. Bringing suit upon any such claim for credit or refund;

7. Assessment of any tax;

8. Giving or making any notice or demand for the payment
of any tax, or with respect to any liability to the United States
in respect of any tax;

9. Collection of the amount of any liability in respect of any
tax;

10. Bringing suit by the United States in respect of any li-
ability in respect of any tax; and

11. Any other act required or permitted under the internal
revenue laws specified by the Secretary of the Treasury.

In the case of a Presidentially declared disaster or a terroristic
or military action, the Secretary of the Treasury also has authority
to prescribe a period of up to one year that may be disregarded for
performing any of the acts listed above. The Secretary also may
suspend the accrual of any interest, penalty, additional amount, or
addition to tax for taxpayers in the affected areas.

Explanation of Provision

Under the provision, any administrative relief from required acts
(e.g., filing tax returns, paying taxes, or filing a claim for credit or
refund of tax) provided to taxpayers determined to be affected by
the Presidentially declared disaster relating to Hurricanes Katrina,
Rita, and Wilma shall be for a period ending not earlier than Feb-
ruary 28, 2006.



223
Effective Date

The provision is effective on the date of enactment (December 22,
2005).

F. Special Look-Back Rule for Determining Earned Income
Credit and Refundable Child Credit (sec. 201 of the Act
and new sec. 1400S(d) of the Code)

Present Law

In general

Present law provides eligible taxpayers with an earned income
credit and a child credit. In general, the earned income credit is a
refundable credit for low-income workers (sec. 32). The amount of
the credit depends on the earned income of the taxpayer and
whether the taxpayer has one, more than one, or no qualifying chil-
dren. Earned income generally includes wages, salaries, tips, and
other employee compensation, plus net earnings from self-employ-
ment.

Taxpayers with incomes below certain threshold amounts are eli-
gible for a $1,000 credit for each qualifying child (sec. 24). The
child credit is refundable to the extent of 15 percent of the tax-
payer’s earned income in excess of $10,000. (The $10,000 income
threshold is indexed for inflation and is currently $11,000 for
2005.) Families with three or more children are allowed a refund-
able credit for the amount by which the taxpayer’s social security
taxes exceed the taxpayer’s earned income credit, if that amount is
greater than the refundable credit based on the taxpayer’s earned
income in excess of $10,000 (indexed for inflation).

Hurricane Katrina

Certain qualified individuals affected by Hurricane Katrina may
elect to calculate their earned income credit and refundable child
credit for the taxable year which includes August 25, 2005, using
their earned income from the prior taxable year (a “Katrina elec-
tion”). Such qualified individuals are permitted to make the elec-
tion only if their earned income for the taxable year which includes
August 25, 2005, is less than their earned income for the preceding
taxable year.

Individuals qualified to make a Katrina election are (1) individ-
uals who on August 25, 2005, had their principal place of abode in
the Hurricane Katrina “core disaster area” or (2) individuals who
on such date were not in the core disaster area but lived in the
Hurricane Katrina disaster area and were displaced from their
homes. For purposes of this election, the term “core disaster area”
means that portion of the Hurricane Katrina disaster area deter-
mined by the President to warrant individual or individual and
public assistance from the Federal Government under such Act.
The term “Hurricane Katrina disaster area” means an area with
respect to which a major disaster had been declared by the Presi-
dent before September 14, 2005, under section 401 of the Robert T.
Stafford Disaster Relief and Emergency Assistance Act by reason
of Hurricane Katrina. The States for which such a disaster had
been declared are Alabama, Florida, Louisiana, and Mississippi.
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In the case of a joint return for a taxable year which includes Au-
gust 25, 2005, a Katrina election may be made if either spouse is
a qualified individual. In such cases, the earned income for the pre-
ceding taxable year which is attributable to the taxpayer filing the
joint return is the sum of the earned income which is attributable
to each spouse for such preceding taxable year.

Any Katrina election applies with respect to both the earned in-
come credit and refundable child credit. For administrative pur-
poses, the incorrect use on a return of earned income pursuant to
a Katrina election is treated as a mathematical or clerical error. A
Katrina election is disregarded for purposes of calculating gross in-
come in the election year.

Explanation of Provision

The provision codifies the Katrina election. It also expands the
rule governing Katrina elections to permit certain qualified individ-
uals affected by Hurricane Rita and Hurricane Wilma to make
similar elections.

In the case of Hurricane Rita certain qualified individuals may
elect to calculate their earned income credit and refundable child
credit for the taxable year which includes September 23, 2005,
using their earned income from the prior taxable year (a “Rita elec-
tion”). Qualified individuals for purposes of a Rita election are (1)
individuals who on September 23, 2005, had their principal place
of abode in the Rita GO Zone or (2) individuals who on such date
had their principal place of abode in the Hurricane Rita disaster
area but outside the Rita GO Zone and were displaced from that
residence.

In the case of Hurricane Wilma certain qualified individuals may
elect to calculate their earned income credit and refundable child
credit for the taxable year which includes October 23, 2005, using
their earned income from the prior taxable year (a “Wilma elec-
tion”). Qualified individuals for purposes of a Wilma election are (1)
individuals who on October 23, 2005, had their principal place of
abode in the Wilma GO Zone or (2) individuals who on such date
had their principal place of abode in the Hurricane Wilma disaster
area but outside the Wilma GO Zone and were displaced from that
residence.

Qualified individuals are permitted to make a Rita election or
Wilma election only if their earned income for the taxable year
which includes September 23, 2005 or October 23, 2005, respec-
tively, is less than their earned income for the preceding taxable
year.

In other respects, a Rita election or Wilma election is the same
as a Katrina election under present law, except that the reference
dates are September 23, 2005 for Rita and October 23, 2005 for
Wilma and not August 25, 2005.

Effective Date

The codification of the provision in the Katrina Emergency Tax
Relief Act of 2005 takes effect on date of enactment (December 22,
2005). The expansion of the provision applies to taxable years that
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include September 23, 2005, in the case of Hurricane Rita and Oc-
tober 23, 2005, in the case of Hurricane Wilma.

G. Secretarial Authority to Make Adjustments Regarding
Taxpayer and Dependency Status (sec. 201 of the Act and
new sec. 1400S(e) of the Code)

Present Law

In general

In order to determine taxable income, an individual reduces ad-
justed gross income (“AGI”) by any personal exemptions and either
the standard deduction or itemized deductions. Personal exemp-
tions generally are allowed for the taxpayer, his or her spouse, and
any dependents (as defined in sec. 151). Personal exemptions are
not allowed for purposes of determining a taxpayer’s alternative
minimum taxable income.

For 2005, the amount deductible for each personal exemption is
$3,200. This amount is indexed annually for inflation. The deduc-
tion for personal exemptions is phased out ratably for taxpayers
with AGI over certain thresholds. These thresholds are indexed an-
nually for inflation. Specifically, the total amount of exemptions
that may be claimed by a taxpayer is reduced by two percent for
each $2,500 (or portion thereof) by which the taxpayer’s AGI ex-
ceeds the applicable threshold. (The phaseout rate is two percent
for each $1,250 for married taxpayers filing separate returns.)
Thus, the personal exemptions claimed are phased out over a
$122,500 range (which is not indexed for inflation), beginning at
the applicable threshold. The applicable thresholds for 2005 are
$145,900 for single individuals, $218,950 for married individuals
filing a joint return, $182,450 for heads of households, and
$109,475 for married individuals filing separate returns. For 2005,
the point at which a taxpayer’s personal exemptions are completely
phased out is $268,450 for single individuals, $341,450 for married
individuals filing a joint return, $304,950 for heads of households,
and $170,725 for married individuals filing separate returns.

Present law provides eligible taxpayers with an earned income
credit and a child credit. In general, the earned income credit is a
refundable credit for low-income workers. The amount of the credit
depends on the earned income of the taxpayer and whether the tax-
payer has one, more than one, or no qualifying children. Earned in-
come generally includes wages, salaries, tips, and other employee
compensation, plus net earnings from self-employment.

Taxpayers with incomes below certain threshold amounts are eli-
gible for a $1,000 credit for each qualifying child. The child credit
is refundable to the extent of 15 percent of the taxpayer’s earned
income in excess of $10,000. (The $10,000 income threshold is in-
dexed for inflation and is currently $11,000 for 2005.) Families
with three or more children are allowed a refundable credit for the
amount by which the taxpayer’s social security taxes exceed the
taxpayer’s earned income credit, if that amount is greater than the
refundable credit based on the taxpayer’s earned income in excess
of $10,000 (indexed for inflation).
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Hurricane Katrina

With respect to taxable years beginning in 2005 and 2006, the
Secretary has authority to make such adjustments in the applica-
tion of the Federal tax laws as may be necessary to ensure that
taxpayers do not lose any deduction or credit or experience a
change of filing status by reason of temporary relocations caused
by Hurricane Katrina. Such adjustments may include, for example,
addressing the application of the residency requirements relating
to dependency exemptions in the case of relocations due to Hurri-
cane Katrina. Any adjustments made using this authority must in-
sure that an individual is not taken into account by more than one
taxpayer with respect to the same tax benefit.

Explanation of Provision

The provision codifies the Secretarial authority with respect to
Hurricane Katrina. The provision also expands the Secretary’s au-
thority to make adjustments in the application of the Federal tax
laws with respect to Hurricane Katrina to include taxpayers af-
fected by Hurricane Rita and Hurricane Wilma. The provision ap-
plies with respect to taxable years beginning in 2005 or 2006.

Effective Date

The provision is effective on the date of enactment (December 22,
2005).

H. Special Rules for Mortgage Revenue Bonds (sec. 201 of
the Act and new sec. 1400T of the Code)

Present Law

In general

Under present law, gross income generally does not include inter-
est on State or local bonds (sec. 103). State and local bonds are
classified generally as either governmental bonds or private activ-
ity bonds. Governmental bonds are bonds which are primarily used
to finance governmental functions or are repaid with governmental
funds. Private activity bonds are bonds with respect to which the
State or local government serves as a conduit providing financing
to nongovernmental persons (e.g., private businesses or individ-
uals). The exclusion from income for State and local bonds does not
apply to private activity bonds, unless the bonds are issued for cer-
tain permitted purposes (“qualified private activity bonds”) (secs.
103(b)(1) and 141).

Qualified mortgage bonds

The definition of a qualified private activity bond includes a
qualified mortgage bond (sec. 143). Qualified mortgage bonds are
issued to make mortgage loans to qualified mortgagors for the pur-
chase, improvement, or rehabilitation of owner-occupied residences.
The Code imposes several limitations on qualified mortgage bonds,
including income limitations for eligible mortgagors, purchase price
limitations on the home financed with bond proceeds, and a “first-
time homebuyer” requirement. The income limitations are satisfied
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if all financing provided by an issue is provided for mortgagors
whose family income does not exceed 115 percent of the median
family income for the metropolitan area or State, whichever is
greater, in which the financed residences are located. The purchase
price limitations provide that a residence financed with qualified
mortgage bonds may not have a purchase price in excess of 90 per-
cent of the average area purchase price for that residence. The
first-time homebuyer requirement provides qualified mortgage
bonds generally cannot be used to finance a mortgage for a home-
buyer who had an ownership interest in a principal residence in
the three years preceding the execution of the mortgage (the “first-
time homebuyer” requirement).

Special income and purchase price limitations apply to targeted
area residences. A targeted area residence is one located in either
(1) a census tract in which at least 70 percent of the families have
an income which is 80 percent or less of the state-wide median in-
come or (2) an area of chronic economic distress. For targeted area
residences, the income limitation is satisfied when no more than
one-third of the mortgages are made without regard to any income
limits and the remainder of the mortgages are made to mortgagors
whose family income is 140 percent or less of the applicable median
family income. The purchase price limitation is raised from 90 per-
cent to 110 percent of the average area purchase price for targeted
area residences. In addition, the first-time homebuyer requirement
does not apply to targeted area residences.

Qualified mortgage bonds also may be used to finance qualified
home-improvement loans. Qualified home-improvement loans are
defined as loans to finance alterations, repairs, and improvements
on an existing residence, but only if such alterations, repairs, and
improvements substantially protect or improve the basic livability
or energy efficiency of the property. Qualified home-improvement
loans may not exceed $15,000.

A temporary provision waived the first-time homebuyer require-
ment for residences located in certain Presidentially declared dis-
aster areas (sec. 143(k)(11)). In addition, residences located in such
areas were treated as targeted area residences for purposes of the
income and purchase price limitations. The special rule for resi-
dences located in Presidentially declared disaster areas does not
apply to bonds issued after January 1, 1999.

The Katrina Emergency Tax Relief Act (“KETRA”) waives the
first-time homebuyer requirement with respect to certain resi-
dences located in an area with respect to which a major disaster
has been declared by the President before September 14, 2005,
under section 401 of the Robert T. Stafford Disaster Relief and
Emergency Assistance Act by reason of Hurricane Katrina (see sec.
404 of Pub. L. 109-73). KETRA also increases to $150,000 the per-
mitted amount of a qualified home-improvement loans with respect
to residences located in the Hurricane Katrina disaster area to the
extent such loan is for the repair of damage caused by Hurricane
Katrina.

Explanation of Provision

Under the provision, residences located in the GO Zone, the Rita
GO Zone, or the Wilma GO Zone are treated as targeted area resi-
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dences for purposes of section 143, with the modifications described
below. Thus, the first-time homebuyer rule is waived and purchase
and income rules for targeted area residences apply to residences
located in the specified areas that are financed with qualified mort-
gage bonds. For these purposes, 100 percent of the mortgages must
be made to mortgagors whose family income is 140 percent or less
of the applicable median family income. Thus, the present law rule
allowing one-third of the mortgages to be made without regard to
any income limits does not apply. In addition, the proposal in-
creases from $15,000 to $150,000 the amount of a qualified home-
improvement loan with respect to residences located in the speci-
fied disaster areas.

The provision applies to residences financed before January 1,
2011.

Effective Date

The provision is effective on the date of enactment (December 22,
2005).



TITLE III—OTHER PROVISIONS
A. Gulf Coast Recovery Bonds (sec. 301 of the Act)

Present Law

Under Title 31, the Secretary, with the approval of the President,
may issue savings bonds and savings certificates of the United
States Government (31 U.S.C. sec. 3105). Proceeds from the bonds
and certificates are used for expenditures authorized by law. Sav-
ings bonds and certificates may be issued on an interest-bearing
basis, on a discount basis, or on an interest-bearing and discount
basis. The difference between the price paid and the amount re-

ceived on redeeming a savings bond or certificate is interest under
the Code.

Explanation of Provision

The provision expresses the sense of Congress that the Secretary
designate one or more series of obligations issued under Title 31
as “Gulf Coast Recovery Bonds” in response to Hurricanes Katrina,
Rita, and Wilma.

Effective Date

The provision is effective on the date of enactment (December 22,
2005).

B. Election to Treat Combat Pay as Earned Income for Pur-
poses of the Earned Income Credit (sec. 302 of the Act and
sec. 32 of the Code)

Present Law

Child credit

Combat pay that is otherwise excluded from gross income under
section 112 is treated as earned income which is taken into account
in computing taxable income for purposes of calculating the refund-
able portion of the child credit.

Earned income credit

Any taxpayer may elect to treat combat pay that is otherwise ex-
cluded from gross income under section 112 as earned income for
purposes of the earned income credit. This election is available
with respect to any taxable year ending after the date of enactment
and before January 1, 2006.

(229)
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Explanation of Provision 264

The provision extends the present-law rule relating to the earned
income credit for one year (through December 31, 2006).

Effective Date

The provision is effective for taxable years beginning after De-
cember 31, 2005.

C. Modifications of Suspension of Interest and Penalties
Where Internal Revenue Service Fails to Contact Tax-
payer (sec. 303 of the Act and sec. 6404(g) of the Code)

Present Law

In general, interest and penalties accrue during periods for which
taxes were unpaid without regard to whether the taxpayer was
aware that there was tax due. The Code suspends the accrual of
certain penalties and interest starting 18 months after the filing of
the tax return if the IRS has not sent the taxpayer a notice specifi-
cally stating the taxpayer’s liability and the basis for the liability
within the specified period. If the return is filed before the due
date, for this purpose it is considered to have been filed on the due
date. Interest and penalties resume 21 days after the IRS sends
the required notice to the taxpayer. The provision is applied sepa-
rately with respect to each item or adjustment. The provision does
not apply where a taxpayer has self-assessed the tax. The suspen-
sion only applies to taxpayers who file a timely tax return. The pro-
vision applies only to individuals and does not apply to the failure
t? pay penalty, in the case of fraud, or with respect to criminal pen-
alties.

The suspension of interest does not apply to interest accruing
after October 3, 2004 with respect to underpayments resulting from
listed transactions or undisclosed reportable transactions.

On October 27, 2005, the IRS announced a settlement initiative
for 21 identified transactions. (See Internal Revenue Service An-
nouncement 2005-80.) Under the terms of the settlement initiative,
participants will be required to pay 100 percent of the taxes owed,
interest and, depending on the transaction, either a quarter or a
half of the penalty the IRS will otherwise seek. The IRS will grant
penalty relief for transactions disclosed to the IRS or where the
taxpayer got a tax opinion from an independent tax advisor. Trans-
action costs paid by the taxpayer, including professional and pro-
moter fees, will be allowed. The application deadline for the settle-
ment initiative is January 23, 2006.

Explanation of Provision

Under the provision, the exception for listed transactions and un-
disclosed reportable transactions also applies to interest accruing
on or before October 3, 2004. However, taxpayers remain eligible
for the present-law suspension of interest if the year in which the
underpayment occurred is barred by the statute of limitations (or

264The provision was subsequently extended in Division A, section 106 of the Tax Relief and
Health Care Act of 2006, Pub. L. No. 109-432, described in Part Fourteen.
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a closing agreement) as of December 14, 2005. Taxpayers may also
remain eligible with respect to a transactions if the Secretary de-
termines that the taxpayers has acted reasonably and in good faith
with respect to that transactions.

In addition, under a special rule, taxpayers may remain eligible
for the present-law suspension of interest by participating in the
IRS settlement initiative described above with respect to that
transaction. In order to be eligible under the special rule, the tax-
payer must be participating in the settlement initiative (or have
entered into a settlement agreement pursuant to the initiative) as
of January 23, 2006. Furthermore, a taxpayer’s eligibility under
the special rule is revoked if the taxpayer ceases to participate in
the settlement initiative or the Treasury determines that a settle-
ment agreement will not be reached within a reasonable period of
time.

The special rule applies on a transaction-by-transaction basis.
Thus, participation in the settlement initiative with respect to an
individual transaction qualifies the taxpayer for the present-law
suspension of interest only with respect to interest and penalties
on underpayments resulting from that transaction. If the taxpayer
has entered into other listed or nondisclosed reportable trans-
actions and is not participating in the settlement initiative with re-
spect to those transactions, the special rule does not apply to inter-
est and penalties resulting from those transactions.

The provision also provides that, if a taxpayer files an amended
return or other signed written document showing that the taxpayer
owes an additional amount of tax for the taxable year, the relevant
18-month period is measured from the latest date on which such
documents were provided.

Effective Date

The provision is effective as if included in the provisions of the
American Jobs Creation Act of 2004 to which it relates, except that
the rule relating to the restart of the 18-month period is effective
for documents provided on or after the date of enactment (Decem-
ber 22, 2005).

D. Authority for Undercover Operations (sec. 304 of the Act
and sec. 7608 of the Code)

Present Law

IRS undercover operations are exempt from the otherwise appli-
cable statutory restrictions controlling the use of Government funds
(which generally provide that all receipts must be deposited in the
general fund of the Treasury and all expenses paid out of appro-
priated funds). In general, the exemption permits the IRS to use
proceeds from an undercover operation to pay additional expenses
incurred in the undercover operation. The IRS is required to con-
duct a detailed financial audit of large undercover operations in
which the IRS is using proceeds from such operations and to pro-
vide an annual audit report to the Congress on all such large un-
dercover operations.
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The provision was originally enacted in The Anti-Drug Abuse Act
of 1988. The exemption originally expired on December 31, 1989,
and was extended by the Comprehensive Crime Control Act of 1990
to December 31, 1991. There followed a gap of approximately four
and a half years during which the provision had lapsed. In the Tax-
payer Bill of Rights II, the authority to use proceeds from under-
cover operations was extended for five years, through 2000. The
Community Renewal Tax Relief Act of 2000 extended the authority
of the IRS to use proceeds from undercover operations for an addi-
tional five years, through 2005.

Explanation of Provision 265

The provision extends for one year the present-law authority of
the IRS to use proceeds from undercover operations to pay addi-
tional expenses incurred in conducting undercover operations
(through December 31, 2006).

Effective Date

The provision is effective on the date of enactment (December 22,
2005).

E. Disclosures of Certain Tax Return Information

1. Disclosure of tax information to facilitate combined em-
ployment tax reporting (sec. 305 of the Act and sec.
6103(d)(5) of the Code)

Present Law

Traditionally, Federal tax forms are filed with the Federal gov-
ernment and State tax forms are filed with individual States. This
necessitates duplication of items common to both returns. The Code
permits the IRS to disclose taxpayer identity information and sig-
natures to any agency, body, or commission of any State for the
purpose of carrying out with such agency, body or commission a
combined Federal and State employment tax reporting program ap-
proved by the Secretary. The Federal disclosure restrictions, safe-
guard requirements, and criminal penalties for unauthorized dis-
closure and unauthorized inspection do not apply with respect to
disclosures or inspections made pursuant to this authority.

The authority for this program expires December 31, 2005.

Under section 6103(c), the IRS may disclose a taxpayer’s return
or return information to such person or persons as the taxpayer
may designate in a request for or consent to such disclosure. Pursu-
ant to Treasury regulations, a taxpayer’s participation in a com-
bined return filing program between the IRS and a State agency,
body or commission constitutes a consent to the disclosure by the
IRS to the State agency of taxpayer identity information, signature
and items of common data contained on the return. No disclosures
may be made under this authority unless there are provisions of
gtate law protecting the confidentiality of such items of common

ata.

265 The provision was subsequently extended in Division A, section 121 of the Tax Relief and
Health Care Act of 2006, Pub. L. No. 109-432, described in Part Fourteen.
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Explanation of Provision 266

The provision extends for one year the present-law authority for
the combined employment tax reporting program (through Decem-
ber 31, 2006).

Effective Date
The provision applies to disclosures after December 31, 2005.

2. Disclosure of return information regarding terrorist ac-
tivities (sec. 305 of the Act and sec. 6103(1)(3) and (i)(7)
of the Code)

Present Law

In general

Section 6103 provides that returns and return information may
not be disclosed by the IRS, other Federal employees, State employ-
ees, and certain others having access to the information except as
provided in the Internal Revenue Code. Section 6103 contains a
number of exceptions to this general rule of nondisclosure that au-
thorize disclosure in specifically identified circumstances (including
fIgor(i}tax criminal investigations) when certain conditions are satis-
ied.

Among the disclosures permitted under the Code is disclosure of
returns and return information for purposes of investigating ter-
rorist incidents, threats, or activities, and for analyzing intelligence
concerning terrorist incidents, threats, or activities. The term “ter-
rorist incident, threat, or activity” is statutorily defined to mean an
incident, threat, or activity involving an act of domestic terrorism
or international terrorism, as both of those terms are defined in the
USA PATRIOT Act (see sec. 6103(b)(11) and 18 U.S.C. secs. 2331(1)
and 2331(5)). In general, returns and taxpayer return information
must be obtained pursuant to an ex parte court order. Return infor-
mation, other than taxpayer return information, generally is avail-
able upon a written request meeting specific requirements. The IRS
also is permitted to make limited disclosures of such information
on its own initiative to the appropriate Federal law enforcement
agency.

No disclosures may be made under these provisions after Decem-
ber 31, 2005.

Disclosure of returns and return information—by ex parte
court order

Ex parte court orders sought by Federal law enforcement and
Federal intelligence agencies

The Code permits, pursuant to an ex parte court order, the dis-
closure of returns and return information (including taxpayer re-
turn information) to certain officers and employees of a Federal law
enforcement agency or Federal intelligence agency. These officers
and employees are required to be personally and directly engaged

266 The provision was subsequently extended in Division A, section 122 of the Tax Relief and
Health Care Act of 2006, Pub. L. No. 109-432, described in Part Fourteen.
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in any investigation of, response to, or analysis of intelligence and
counterintelligence information concerning any terrorist incident,
threat, or activity. These officers and employees are permitted to
use this information solely for their use in the investigation, re-
sponse, or analysis, and in any judicial, administrative, or grand
jury proceeding, pertaining to any such terrorist incident, threat, or
activity.

The Attorney General, Deputy Attorney General, Associate Attor-
ney General, an Assistant Attorney General, or a United States at-
torney, may authorize the application for the ex parte court order
to be submitted to a Federal district court judge or magistrate. The
Federal district court judge or magistrate would grant the order if
based on the facts submitted he or she determines that: (1) there
is reasonable cause to believe, based upon information believed to
be reliable, that the return or return information may be relevant
to a matter relating to such terrorist incident, threat, or activity;
and (2) the return or return information is sought exclusively for
the use in a Federal investigation, analysis, or proceeding con-
cerning any terrorist incident, threat, or activity.

Special rule for ex parte court ordered disclosure initiated by
the IRS

If the Secretary of the Treasury (or his delegate) possesses re-
turns or return information that may be related to a terrorist inci-
dent, threat, or activity, the Secretary may, on his own initiative,
authorize an application for an ex parte court order to permit dis-
closure to Federal law enforcement. In order to grant the order, the
Federal district court judge or magistrate must determine that
there is reasonable cause to believe, based upon information be-
lieved to be reliable, that the return or return information may be
relevant to a matter relating to such terrorist incident, threat, or
activity. The information may be disclosed only to the extent nec-
essary to apprise the appropriate Federal law enforcement agency
responsible for investigating or responding to a terrorist incident,
threat, or activity and for officers and employees of that agency to
investigate or respond to such terrorist incident, threat, or activity.
Further, use of the information is limited to use in a Federal inves-
tigation, analysis, or proceeding concerning a terrorist incident,
threat, or activity. Because the Department of Justice represents
the Secretary in Federal district court, the Secretary is permitted
to disclose returns and return information to the Department of
Justice as necessary and solely for the purpose of obtaining the
special IRS ex parte court order.

Disclosure of return information other than by ex parte court
order

Disclosure by the IRS without a request

The Code permits the IRS to disclose return information, other
than taxpayer return information, related to a terrorist incident,
threat, or activity to the extent necessary to apprise the head of the
appropriate Federal law enforcement agency responsible for inves-
tigating or responding to such terrorist incident, threat, or activity.
The IRS on its own initiative and without a written request may
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make this disclosure. The head of the Federal law enforcement
agency may disclose information to officers and employees of such
agency to the extent necessary to investigate or respond to such
terrorist incident, threat, or activity. A taxpayer’s identity is not
treated as return information supplied by the taxpayer or his or
her representative.

Disclosure upon written request of a Federal law enforcement
agency

The Code permits the IRS to disclose return information, other
than taxpayer return information, to officers and employees of Fed-
eral law enforcement upon a written request satisfying certain re-
quirements. The request must: (1) be made by the head of the Fed-
eral law enforcement agency (or his delegate) involved in the re-
sponse to or investigation of terrorist incidents, threats, or activi-
ties, and (2) set forth the specific reason or reasons why such dis-
closure may be relevant to a terrorist incident, threat, or activity.
The information is to be disclosed to officers and employees of the
Federal law enforcement agency who would be personally and di-
rectly involved in the response to or investigation of terrorist inci-
dents, threats, or activities. The information is to be used by such
officers and employees solely for such response or investigation.

The Code permits the redisclosure by a Federal law enforcement
agency to officers and employees of State and local law enforcement
personally and directly engaged in the response to or investigation
of the terrorist incident, threat, or activity. The State or local law
enforcement agency must be part of an investigative or response
team with the Federal law enforcement agency for these disclo-
sures to be made.

Disclosure upon request from the Departments of Justice or
the Treasury for intelligence analysis of terrorist activity

Upon written request satisfying certain requirements discussed
below, the IRS is to disclose return information (other than tax-
payer return information) to officers and employees of the Depart-
ment of Justice, Department of the Treasury, and other Federal in-
telligence agencies, who are personally and directly engaged in the
collection or analysis of intelligence and counterintelligence or in-
vestigation concerning terrorist incidents, threats, or activities. Use
of the information is limited to use by such officers and employees
in such investigation, collection, or analysis.

The written request is to set forth the specific reasons why the
information to be disclosed is relevant to a terrorist incident,
threat, or activity. The request is to be made by an individual who
is: (1) an officer or employee of the Department of Justice or the
Department of the Treasury, (2) appointed by the President with
the advice and consent of the Senate, and (3) responsible for the
collection, and analysis of intelligence and counterintelligence infor-
mation concerning terrorist incidents, threats, or activities. The Di-
rector of the United States Secret Service also is an authorized re-
quester under the Act.
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Explanation of Provision 267

The provision extends for one year the present-law terrorist ac-
tivity disclosure provisions (through December 31, 2006).

Effective Date

The provision applies to disclosures after December 31, 2005.

3. Disclosure of return information to carry out income con-
tingent repayment of student loans (sec. 305 of the Act
and sec. 6103(1)(13) of the Code)

Present Law

Present law prohibits the disclosure of returns and return infor-
mation, except to the extent specifically authorized by the Code. An
exception is provided for disclosure to the Department of Education
(but not to contractors thereof) of a taxpayer’s filing status, ad-
justed gross income and identity information (i.e., name, mailing
address, taxpayer identifying number) to establish an appropriate
repayment amount for an applicable student loan. The disclosure
authority for the income-contingent loan repayment program is
scheduled to expire after December 31, 2005.

The Department of Education utilizes contractors for the income-
contingent loan verification program. The specific disclosure excep-
tion for the program does not permit disclosure of return informa-
tion to contractors. As a result, the Department of Education ob-
tains return information from the Internal Revenue Service by tax-
payer consent (under section 6103(c)), rather than under the spe-
cific exception for the income-contingent loan verification program
(sec. 6103(1)(13)).

Explanation of Provision 268

The provision extends for one year the present law authority to
disclose return information for purposes of the income-contingent
loan repayment program (through December 31, 2006).

Effective Date

The provision applies to requests made after December 31, 2005.

267The provision was subsequently extended in Division A, section 122 of the Tax Relief and
Health Care Act of 2006, Pub. L. No. 109-432, described in Part Fourteen.

268 The provision was subsequently extended in Division A, section 122 of the Tax Relief and
Health Care Act of 2006, Pub. L. No. 109-432, described in Part Fourteen.



TITLE IV—TAX TECHNICAL CORRECTIONS

The Act includes technical corrections and other corrections to re-
cently enacted tax legislation. Except as otherwise provided, the
amendments made by the technical corrections and other correc-
tions contained in the Act take effect as if included in the original
legislation to which each amendment relates.

A. Technical Corrections (secs. 401-412 of the Act)

Amendments related to the Energy Policy Act of 2005

Repeal of the Public Utility Holding Company Act of 1935 (Act
sec. 1263).—The provision repeals sections 1081-1083 of the Code
(relating to exchanges in obedience to SEC orders) to conform to
the repeal of the Public Utility Holding Company Act of 1935. The
repeal does not apply to any exchange, expenditure, investment,
distribution, or sale made in obedience to an order of the Securities
and Exchange Commission.

Extension and modification of renewable electricity production
credit (Act sec. 1301).—The provision makes a technical amend-
ment to Code section 45(c)(3)(A)(ii) to change the wording of the
reference to “nonhazardous lignin waste material” to “lignin mate-
rial” so as not to infer that lignin is hazardous or waste.

Clean renewable energy bonds (Act sec. 1303).—Section 54(1)(5)
treats the credits received by a holder of clean renewable energy
bonds as payments of estimated tax for purposes of sections 6654
and 6655. Under the provision, section 54(I1)(5) is repealed, as it
may provide a double benefit when computing the estimated tax
penalty in the manner prescribed under sections 6654(f) and
6655(g). The conforming amendments to the Act section are made
for taxable years beginning after 2005.

Credit for production from advanced nuclear power facilities (Act
sec. 1306).—The provision clarifies the production credit for ad-
vanced nuclear power (sec. 45J) to carry out the intent that the
phase-out is indexed for inflation but the credit rate is not. Specifi-
cally, it is not intended that the inflation adjustment rule referred
to in section 45J(e) be interpreted to apply to the credit rate in sec-
tion 45J(a)(1) as well as the phase-out referred to in section
45J(c)(2). The provision clarifies that the phase-out is indexed but
the credit rate is not.

Expansion of amortization for certain atmospheric pollution con-
trol facilities in connection with plants first placed in service after
1975 (Act sec. 1309).—The provision clarifies that the 84-month
amortization period only applies to facilities used in connection
with a plant or other property placed in service after December 31,
1975.

(237)
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Five-year net operating loss carryover for certain losses (Act sec.
1311).—A number of clerical amendments are made to section
172(b)(1)(D).

Modification of credit for producing fuel from a nonconventional
source (Act sec. 1322).—The provision clarifies that the credit is al-
lowable without the requirement to make an election.

Energy efficient commercial buildings deduction (Act sec. 1331).—
The provision repeals as deadwood certain language in section
1250.

Credit for residential energy efficient property (Act sec. 1335).—
The provision clarifies that the dollar limitations are applied with-
out regard to carryovers of the credit from prior taxable years.

Under the provision, the joint occupancy rule is redrafted to
apply to expenditures with respect to a dwelling unit rather than
the credit allowed with respect to the unit.

The rules relating to the carryover of unused personal credits (in-
cluding the new credit for residential energy efficient property) are
redrafted so as to include in the Code rules for both the taxable
years in which the credits are allowed against the alternative min-
imum tax, and the taxable years in which the credits are not so
allowed. The provision is effective for taxable years beginning after
2005.

Alternative motor vehicle credit and credit for installation of al-
ternative fueling stations (Act secs. 1341 and 1342).—Sections
30B(h)(6) and 30C(e)(2) separate business and personal credits for
purposes of applying limitations on the credits. Credit property is
treated as subject to the business credit limitations if it is depre-
ciable property. Each of these rules provides that the seller of prop-
erty to a tax-exempt entity can claim the credit. The provision pro-
vides that the credits for property sold to a tax-exempt entity are
subject to the business credit limitations.

Expansion of research credit (Act sec. 1351).—The research credit
has an explicit rule preventing amounts from being taken into ac-
count more than once under the credit (i.e., preventing double ben-
efits). The provision clarifies that the rule preventing amounts
from being taken into account more than once also applies to the
provisions of the research credit relating to energy research con-
sortia.

The provision clarifies that qualified research with respect to en-
ergy research consortia must be conducted in the United States or
Puerto Rico. This conforms the treatment of such qualified research
to the treatment of other qualified research under the research
credit in this respect.

Amendments related to the American Jobs Creation Act of
2004

Deduction relating to income attributable to domestic production
activities (manufacturing deduction) (Act sec. 102).—With respect to
the W—2 wage limitation on the allowable amount of the domestic
production activities deduction, the Act does not require Forms W-
2 actually to be filed, and does not specify whether the employees
must be the common law employees of the taxpayer. The provision
clarifies that a taxpayer may take into account only wages that are
paid to the common law employees of the taxpayer and that are re-
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ported on a Form W-2 filed with the Social Security Administra-
tion no later than 60 days after the extended due date for the Form
W-2. Thus, the taxpayer may not take into account wages that
were not actually reported. The provision also addresses situations
in which the employer uses an agent to report its wages.

The provision clarifies that, in computing qualified production ac-
tivities income, the domestic production activities deduction itself
is not an allocable deduction. The provision also clarifies that no
inference is intended with regard to the interpretive relationship
between the cost allocation rules provided with respect to the do-
mestic production activities deduction and the cost allocation rules
provided with respect to provisions elsewhere in the Act (e.g., in-
centives to reinvest foreign earnings in the United States). The pro-
vision also corrects a reference to “income attributable to domestic
production activities” to refer to the defined term “qualified produc-
tion activities income.”

With regard to the definition of “domestic production gross re-
ceipts” as it relates to construction performed in the United States
and engineering or architectural services performed in the United
States for construction projects in the United States, the provision
clarifies that the term refers only to gross receipts derived from the
construction of real property by a taxpayer engaged in the active
conduct of a construction trade or business, or from engineering or
architectural services performed with respect to real property by a
taxpayer engaged in the active conduct of an engineering or archi-
tectural services trade or business.

The provision clarifies that the term does not include gross re-
ceipts derived from the lease, rental, license, sale, exchange or
other disposition of land.

The provision provides that gross receipts derived from certain
contracts (or subcontracts) to manufacture or produce property for
the Federal government are derived from the sale of such property
and, therefore, are domestic production gross receipts. (Another
section of the provision clarifies the authority of the Secretary to
prescribe rules to prevent the domestic production activities deduc-
tion from being claimed by more than one taxpayer with respect to
the same economic activity described in section 199(c)(4)(A)().)

The provision provides that, for purposes of determining the do-
mestic production gross receipts of a partnership and its partners,
provided all of the interests in the capital and profits of the part-
nership are owned by members of the same expanded affiliated
group at all times during the taxable year of the partnership, then
the partnership and all members of that expanded affiliated group
are treated as a single taxpayer during such period. Thus, for ex-
ample, assume such a partnership engages in an activity with re-
spect to property manufactured by the partners that are members
of the same expanded affiliated group, and the activity would be
treated as a manufacturing activity, but for the fact that the part-
nership (rather than the partner) conducts the activity. Under this
provision, then, the gross receipts derived from the activity are
treated as domestic production gross receipts of the partnership for
such taxable year. Once the partnership has determined its domes-
tic production gross receipts in this manner, such receipts and the
expenses, losses or deductions that are properly allocable to such
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receipts, and any other items that are allocated to partners, are al-
located among the partners in accordance with the requirements of
section 199(d)(1) (as amended). Similarly, if a partner engages in
such an activity with respect to property manufactured by the part-
nership, then the gross receipts derived from the activity are treat-
ed as domestic production gross receipts of the partner. The treat-
ment of the partners and the partnership as a single taxpayer
under this rule is only for the purpose of determining domestic pro-
duction gross receipts.

The provision clarifies that, with respect to the domestic produc-
tion activities of a partnership or S corporation, the deduction
under the Act is determined at the partner or shareholder level. In
performing the calculation, each partner or shareholder generally
will take into account such person’s allocable share of the compo-
nents of the calculation (including domestic production gross re-
ceipts; the cost of goods sold allocable to such receipts; and other
expenses, losses, or deductions allocable to such receipts) from the
partnership or S corporation as well as any items relating to the
partner or shareholder’s own qualified production activities, if any.

The provision clarifies the treatment provided under the Act of
cooperatives and patrons with respect to the deduction under sec-
tion 199. The provision clarifies that a patron who receives certain
payments from an agricultural or horticultural cooperative that are
attributable to qualified production activities income is allowed a
deduction equal to the portion of the deduction allowed to the coop-
erative that is attributable to such income. The provision also clari-
fies that the patron’s deduction is allowed in the year that the pay-
ment attributable to qualified production activities income is re-
ceived. The cooperative’s taxable income is not reduced under sec-
tion 1382 by the portion of the payment that does not exceed the
portion so deductible by the patron. For purposes of the deduction
under section 199, the provision clarifies that agricultural or horti-
cultural marketing cooperatives are treated as having manufac-
tured, produced, grown, or extracted any qualifying production
property marketed by the organization which its patrons have so
manufactured, produced, grown, or extracted. For purposes of the
deduction under section 199, an agricultural or horticultural coop-
erative is a cooperative engaged in the manufacturing, production,
growth, or extraction in whole or significant part of any agricul-
tural or horticultural products, or in the marketing of agricultural
or horticultural products.

The provision clarifies the definition of an expanded affiliated
group, so that a corporation eligible for the deduction with respect
to income of a subsidiary must own more than 50 percent, rather
thzlm 50 percent or more, of the subsidiary’s stock by vote and
value.

The provision rewrites the rule that the deduction under section
199 in computing alternative minimum taxable income (“AMTI”) is
the same as in computing the regular tax, except that, in the case
of a corporation, the taxable income limitation is the corporation’s
AMTI.

The provision clarifies that unrelated business taxable income,
rather than taxable income, applies for purposes of section
199(a)(1)(B) in computing the unrelated business income tax under
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section 511. (In computing AMTI of an organization which is a cor-
poration subject to tax under section 511(a), AMTI applies for pur-
poses of section 199(a)(1)(B). In computing AMTI of an organization
other than a corporation, the section 199 deduction is the same as
for the regular tax. See sec. 199(d)(6).)

The provision clarifies that the manufacturing deduction is not
taken into account in computing any net operating loss or the
amount of any net operating loss carryback or carryover. Thus, the
deduction under section 199 cannot create, or increase, the amount
of a net operating loss deduction.

The provision clarifies the authority of the Secretary to prescribe
rules to prevent the domestic production activities deduction from
being claimed by more than one taxpayer with respect to the same
economic activity described in section 199(c)(4)(A)@).

The provision clarifies that the manufacturing deduction is not
taken into account in determining the amount of the alternative
tax net operating loss deduction. For example, assume that for the
calendar year 2005, a corporation has AMTI (before the NOL de-
duction and before the manufacturing deduction) and qualified pro-
duction activities income of $1 million, and has an alternative tax
net operating loss (“ATNOL”) carryover to 2005 of $5 million. As-
sume that the taxpayer has sufficient W—2 wages so as not to be
limited under that rule. The ATNOL deduction for 2005 is
$900,000 (90 percent of $1 million), reducing AMTI to $100,000.
The taxpayer must then further reduce the AMTI by a manufac-
turing deduction of $3,000 (three percent of the lesser of $1 million
or $100,000) to $97,000. The ATNOL carryover to 2006 is
$4,100,000.

The provision coordinates the computation of adjusted taxable in-
come of a corporation for purposes of computing a corporation’s lim-
itation on the deduction for interest on certain indebtedness with
the deduction under section 199. The provision also coordinates the
computation of taxable income for purposes of computing a corpora-
tion’s charitable contribution deduction and a taxpayer’s deduction
for percentage depletion with respect to oil and gas wells with the
deduction under section 199.

The provision clarifies that, in applying the effective date of the
deduction under section 199, items arising from a taxable year of
a partnership, S corporation, estate, or trust beginning before 2005
are not taken into account for purposes of the rules providing that
the deduction is determined at the shareholder, partner or similar
level and the application of the wage limitation with respect to
such entities.

Family members treated as one shareholder of an S corporation
election (Act sec. 231).—The provision repeals the requirement that
a family must elect to be treated as one shareholder for purposes
of determining the number of shareholders for purposes of sub-
chapter S. The provision also provides that the determination of
whether a common ancestor is more that six generations removed
from the youngest generation of shareholders is made at the latest
of (i) the date the subchapter S election is made; (ii) the date a
family member first holds stock in the S corporation; or (iii) Octo-
ber 22, 2004.
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The provision treats the estate of a family member as a member
of the family for purposes of determining the number of share-
holders.

The provision also conforms the provision relating to certain
adopted individuals and foster children with the amendments made
by title II of the Working Families Tax Relief Act of 2004.

Transfer of suspended losses incident to divorce (Act sec. 235).—
The effective date of section 235 of the Act is corrected to provide
that it is effective for transfers after December 31, 2004.

REIT provisions (Act sec. 243).—The provision clarifies that a
REIT may cure de minimis failures of asset requirements (other
than the requirement that the REIT may not hold more than 10
percent (five percent for certain prior years) of the value of securi-
ties of a single issuer, for which failure-specific procedures are pro-
vided) by using the same procedures as the REIT may use for larg-
er failures of asset tests.

The provision clarifies that the new rules that permit the curing
of certain REIT failures apply to failures with respect to which the
requirements of the new rules are satisfied in taxable years of the
REIT beginning after the date of enactment. Similarly, the provi-
sion clarifies that the new rules governing deficiency dividends that
allow the taxpayer to make a determination by filing a statement
with the IRS apply to statements filed in taxable years of the REIT
beginning after the date of enactment.

It is intended that the provisions of the Act that allow a REIT
to correct failures of REIT qualification without losing its REIT
status apply to corrections of failures for which the requirements
for correction are satisfied after the date of enactment, regardless
of whether such failures occurred in taxable years beginning on, be-
fore, or after the date of enactment. Similarly, it is intended that
the provisions of the Act that allow deficiency dividends under sec-
tion 860 to correct distribution failures, provided the deficiency is
identified in a statement filed after the date of enactment in ac-
cordance with the provisions of the Act, apply to failures occurring
in taxable years beginning on, before, or after the date of enact-
ment.

The provision clarifies that the new hedging rules apply to trans-
actions entered into in taxable years beginning after the date of en-
actment.

The provision clarifies that securities of a partnership held by a
REIT prior to the date of enactment of the Act, that would have
qualified as straight debt securities if the Act had never been en-
acted by virtue of the prior law requirement that the REIT hold at
least 20 percent of the partnership equity, will continue to qualify
(regardless of whether they were disposed of before the date of en-
actment or whether the REIT has disposed of its interest in the
partnership equity to the 1-percent-or-less interest required by the
Act) while held by the REIT (or its successor) until the earlier of
the disposition or the original maturity date of such securities.

Expensing of certain films and television production costs (Act
sec. 244).—The provision clarifies that the $15 million production
cost limitation and the 75 percent qualified compensation require-
ment are determined on an episode-by-episode basis (not an aggre-
gate basis).
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The provision adds rules for recapture as ordinary income of the
deduction for expensing of certain films and television production
costs in a manner similar to the recapture rules applicable to ex-
pensing under Code section 179.

Railroad track maintenance credit (Act sec. 245).—For purposes
of the rule that prevents the claiming of the credit by more than
one eligible taxpayer with respect to the same mile of track, the
provision clarifies that Class II and Class III railroads that operate
track under a lease are not required to obtain assignment from the
track owner in order to utilize or assign the credit. Under the pro-
vision, the credit is limited in respect of the total number of miles
of track 1(1) owned or leased by the Class II or Class III railroad
and (2) assigned by the Class II or Class III railroad for purposes
of the credit.

The provision clarifies that a Class I railroad is not treated as
a Class II or III railroad for purposes of the credit (and it is not
eligible to claim the credit with respect to track it owns) by reason
of performing track maintenance services (on the same or different
track) for a Class II or III railroad.

The provision also clarifies the rules governing the assignment of
track by Class II or III railroads. A track mile may be assigned
only once per tax year, effective at the close of the tax year, and
any track mile assigned may not also be taken into account by the
assignor taxpayer for the tax year. An assigned track mile is taken
into account by the assignee in the tax year which includes the ef-
fective date of the assignment.

Election to determine corporate tax on certain international ship-
ping activities using per ton rate (Act sec. 248).—The provision
strikes as deadwood the rule added by the Act regarding the oper-
ation of a qualifying vessel by a non-electing corporation that is a
member of an electing group.

The provision clarifies section 1354(b) to provide that an election
to determine income tax on certain international shipping activities
using a per ton rate is timely if made on or before the due date
(including extensions) for filing the tax return for the relevant tax-
able year.

The provision clarifies the treatment of operating agreements
under the tonnage tax rules. An operating agreement is not a char-
ter, but is instead an agreement with an owner or charterer of a
qualifying vessel to provide operating or management services in
respect of a qualifying vessel, for example, crew, technical, or com-
mercial services. The provision makes clear that a person providing
services for a vessel under an operating agreement is treated as op-
erating the vessel and may elect tonnage tax treatment, assuming
the other requirements for such treatment are met. However, a
subcontractor to a person providing services under an operating
agreement is neither treated as providing services under an oper-
ating agreement nor as operating a vessel for purposes of the ton-
nage tax. The provision of equipment, tools, provisions, or supplies
would not be considered an operating agreement or part of an oper-
ating agreement unless such equipment, tools, provisions, or sup-
plies are provided by the person providing the services under the
operating agreement, and such equipment, tools, provisions, or sup-
plies are provided in connection with such services.
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Present law provides that in order to elect tonnage tax treat-
ment, a person must meet a shipping activity requirement as well
as “operate” a qualifying vessel. In general, the shipping activity
requirement is met for a taxable year if, on average during such
year, at least 25 percent of the aggregate tonnage of qualifying ves-
sels “used” by the corporation (or controlled group) are owned by
such corporation (or controlled group) or are chartered to such cor-
poration (or controlled group) on bareboat charter terms. It is in-
tended that a person providing services under an operating agree-
ment is deemed to be “using” tonnage of qualifying vessels, and the
appropriate amount of such tonnage is taken into account for pur-
poses of this test. For example, if a corporation (not a member of
a controlled group) meets the shipping activity requirement by
owning or bareboat chartering sufficient tonnage of other quali-
fying vessels, it will qualify for the tonnage tax provisions in re-
spect of any qualifying vessel that it is treated as operating by rea-
son of providing services under an operating agreement.

The provision clarifies that interests in operating agreements are
taken into account for purposes of allocating the notional shipping
income from the operation of qualifying vessels among respective
ownership, charter, and operating agreement interests. In addition,
in the case of a partnership operating a vessel, the extent of a part-
ner’s ownership, charter, or operating agreement interest is deter-
mined on the basis of the partner’s interest in the partnership.

The provision makes a clerical amendment by eliminating sub-
paragraph (B) of section 1355(c)(3) of the Code, because the rule of
subparagraph (B) is encompassed in subparagraph (A).

Computation of foreign tax credit in determining alternative min-
imum tax by farmers and fisherman using income averaging (Act
sec. 314).—The provision clarifies that in computing the regular tax
for purposes of determining the alternative minimum tax of a farm-
er or fisherman using income averaging, the foreign tax credit does
not need to be recomputed.

Reforestation expensing recapture (Act sec. 322).—The provision
clarifies that the amortization provision applies to trusts and es-
tates, but the deduction applies to estates (and not to trusts).

The provision provides that Code section 1245 is expanded to
provide recapture rules for the new expensing provisions of Code
section 194(b) (reforestation).

Depreciation allowance for aircraft (Act sec. 336).—Present-law
rules for additional first-year depreciation provide criteria under
which certain noncommercial aircraft, and certain property having
longer production periods (as described in Code section
168(k)(2)(B)), can qualify for the extended placed-in-service date.
The provision clarifies that either noncommercial aircraft or prop-
erty having a longer production period can qualify.

Recharacterization of overall domestic loss (Act sec. 402).—The
provision clarifies that, in a case in which an overall domestic loss
is used as a carryback, the requirement in Code section 904(g)(2)
that the taxpayer have elected the benefits of the foreign tax credit
applies to the taxable year in which the loss is used.

Look-through rules to apply to dividends from noncontrolled sec-
tion 902 corporations (Act sec. 403).—The provision adds a transi-
tion rule under which a taxpayer may elect not to apply the Act’s
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look-through rules to taxable years beginning before January 1,
2005.

Look-through treatment for sales of partnership interests (Act sec.
412).—The provision clarifies that constructive ownership is taken
into account in determining whether a controlled foreign corpora-
tion is a 25-percent owner of a partnership for purposes of the rule
treating a sale of a partnership interest as a sale of a proportionate
share of the assets of the partnership. This provision conforms the
statutory language to the legislative history of the Act.

Repeal of foreign personal holding company rules and foreign in-
vestment company rules (Act sec. 413).—The provision repeals as
deadwood Code section 532(b)(2), which coordinated the foreign
personal holding company and accumulated earnings tax regimes,
and instead provides that in computing a corporation’s accumu-
lated taxable income, a deduction is allowed in the amount of any
income of the corporation that resulted in an inclusion for a U.S.
shareholder under Code section 951(a). In the case of a corporation
that is otherwise subject to the accumulated earnings tax on a
gross basis (under Treas. Reg. sec. 1.535-1(b)), appropriate adjust-
ments are made to this deductible amount to take into account de-
ductions that may have reduced the inclusion under Code section
951(a), but which would not otherwise have been allowable in com-
puting accumulated taxable income. For example, in the case of a
corporation that is generally subject to the accumulated earnings
tax on a gross basis, if Code section 954(b)(5) has had the effect of
reducing the amount of a subpart F inclusion, it would be appro-
priate to reduce accumulated taxable income by the amount that
would have been included under Code section 951(a) without apply-
ing Code section 954(b)(5).

The provision also repeals as deadwood Code section 6683, which
addresses the failure of a foreign corporation to file a required per-
sonal holding company return, a rule that is no longer needed in
light of the provision of the Act exempting foreign corporations
from the personal holding company rules.

Modifications to treatment of aircraft leasing and shipping (Act.
sec. 415).—The provision clarifies that, for purposes of the foreign
tax credit limitation as in effect for taxable years beginning before
January 1, 2007, shipping income was defined to include income
that meets the definition of foreign base company shipping income
as in effect before the definition was repealed under section 415 of
the Act. The repeal is effective for taxable years of foreign corpora-
tions beginning after December 31, 2004, and taxable years of
United States shareholders with or within which such taxable
years of foreign corporations end.

Application of FIRPTA to distributions from REITS (Act sec.
418).—The provision clarifies that the new rules providing an ex-
ception from FIRPTA do not apply to regulated investment compa-
nies (“RICs”), but only to real estate investment trusts (“REITSs”).

The provision clarifies that the period of time during which a for-
eign shareholder may not have held more than five percent of the
class of stock with respect to which the distribution is made is the
one-year period ending on the date of the distribution.
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The provision clarifies that the new rules apply to any distribu-
tion of a REIT that is treated as a deduction for a taxable year of
the REIT beginning after the date of enactment.

The provision clarifies that the new rules also apply to deficiency
dividends under section 860 that are paid after the date of enact-
ment but that are treated as deductible in taxable years beginning
on or prior to the date of enactment. Such dividends qualify for the
exclusion from FIRPTA treatment under the Act if the other re-
quirements of the Act are met.

Incentives to reinvest foreign earnings in the United States (Act
sec. 422).—The provision amends Code section 965(a)(2)(B) to clar-
ify that distributions made indirectly through tiers of controlled
foreign corporations are eligible for the benefits of Code section 965
only if they originate with a dividend received by one controlled
foreign corporation from another controlled foreign corporation in
the same chain of ownership described in Code section 958(a).
Thus, the first dividend in the sequence cannot be a portfolio divi-
dend received by a controlled foreign corporation, for example.

The provision clarifies that for purposes of determining the
amount of excess dividends eligible for the deduction, only cash
dividends received during the elected taxable year are taken into
account under Code section 965(b)(2)(A). (The base-period amounts
described in Code section 965(b)(2)(B) include non-cash dividends,
as well as cash dividends and certain other amounts.)

The provision also provides the Treasury Secretary with explicit
regulatory authority to prevent the avoidance of the purposes of
Code section 965(b)(3), which reduces the amount of eligible divi-
dends in certain cases in which an increase in related-party indebt-
edness has occurred after October 3, 2004. Regulations issued pur-
suant to this authority may include rules to provide that cash divi-
dends are not taken into account under Code section 965(a) to the
extent attributable to the direct or indirect transfer of cash or other
property from a related person to a controlled foreign corporation
(including through the use of intervening entities or capital con-
tributions). It is expected that this authority, which supplements
existing principles relating to the treatment of circular flows of
cash, would be used to prevent the application of the deduction in
the case of a dividend that is effectively funded by the U.S. share-
holder or its affiliates that are not controlled foreign corporations.
It is anticipated that dividends would be treated as attributable to
a related-party transfer of cash or other property under this au-
thority only in cases in which the transfer is part of an arrange-
ment undertaken with a principal purpose of avoiding the purposes
of the related-party debt rule of Code section 965(b)(3).

For example, if a U.S. shareholder, as part of a plan to avoid the
purposes of Code section 965(b)(3), contributes cash or other prop-
erty to a controlled foreign corporation and then has the controlled
foreign corporation pay a dividend to the U.S. shareholder (either
to meet the base period repatriation level or as a dividend de-
scribed in Code section 965(a)), or has the controlled foreign cor-
poration lend the cash or other property to another controlled for-
eign corporation which then pays a dividend to the U.S. share-
holder, regulations issued under this authority may require the
U.S. shareholder to reduce its Code section 965(a) qualifying divi-
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dends by the amount of cash or other property contributed. In addi-
tion, if as part of a plan to avoid the purposes of Code section
965(b)(3), a U.S. shareholder makes a loan to a controlled foreign
corporation after October 3, 2004, such controlled foreign corpora-
tion pays a dividend to the U.S. shareholder, and then the U.S.
shareholder disposes of the stock of the controlled foreign corpora-
tion, such that the U.S. shareholder is not related to the controlled
foreign corporation on the last day of the U.S. shareholder’s elec-
tion year, regulations issued under this authority may require the
U.S. shareholder to reduce its Code section 965(a) qualifying divi-
dends by the amount of the loan.

It is anticipated that many other transfers of cash or other prop-
erty will not be regarded as effectively funding dividend repatri-
ations for purposes of this regulatory authority. For example, if a
U.S. shareholder, in the ordinary course of its trade or business,
transfers cash or other property to a controlled foreign corporation
in exchange for property or the provision of services, such a trans-
fer will not be considered to have a principal purpose of avoiding
the purposes of Code section 965(b)(3). Likewise, if a related person
transfers cash to a controlled foreign corporation in a sale of assets
by the controlled foreign corporation to the related person for non-
tax business purposes, such a transfer will not be considered to
have a principal purpose of avoiding the purposes of Code section
965(b)(3). Similarly, a transfer of cash or other property to a con-
trolled foreign corporation for purposes of providing initial or ongo-
ing working capital to the controlled foreign corporation or expand-
ing the controlled foreign corporation’s operations will not be con-
sidered to have a principal purpose of avoiding the purposes of
Code section 965(b)(3). In addition, a transfer by a U.S. shareholder
in repayment of an obligation owed to a controlled foreign corpora-
tion will not be considered to have a principal purpose of avoiding
the purposes of Code section 965(b)(3), absent special cir-
cumstances indicating that the U.S. shareholder is using the repay-
ment effectively to fund the dividend repatriation. It is expected
that these special circumstances would not be found to exist in
cases involving the repayment of short-term debt (i.e., debt with a
term of no more than three years).

In light of the timing of this Act and the fact that Code section
965 will expire for many affected taxpayers at the end of 2005, it
is understood that the Treasury Department in all likelihood will
not issue regulations under this authority. If no such regulations
are issued, it would be expected that generally applicable tax prin-
ciples would be invoked to reach results consistent with the prin-
ciples and examples described above.

The provision also clarifies the definition of “applicable financial
statement” under Code section 965(c)(1). In the case of a U.S.
shareholder that is required to file a financial statement with the
Securities and Exchange Commission (or is included in such a
statement filed by another person), the provision clarifies that the
applicable financial statement is the most recent audited annual
statement that was so filed and certified on or before June 30,
2003. For purposes of this rule, a restatement of a previously filed
and certified financial statement that occurs after June 30, 2003
does not alter the statement’s status as having been filed and cer-
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tified on or before June 30, 2003. In addition, the provision clarifies
that the term “applicable financial statement” includes the notes
that form an integral part of the financial statement; other mate-
rials, including work papers or materials that may be filed for some
purposes with a financial statement but that do not form an inte-
gral part of such statement, may not be relied upon for purposes
of producing an earnings or tax number under the provision. For
example, if a note that is an integral part of an applicable financial
statement states that the U.S. shareholder has not provided for de-
ferred taxes on $1 billion of undistributed earnings of foreign sub-
sidiaries because such earnings are intended to be reinvested per-
manently (or indefinitely) abroad, the U.S. shareholder’s limit
under Code section 965(b)(1) is $1 billion. If an applicable financial
statement does not show a specific earnings or tax amount de-
scribed in Code section 965(b)(1)(B) or (C), a taxpayer cannot rely
on underlying work papers or other materials that are not a part
of the financial statement to derive such an amount. If an applica-
ble financial statement states that an earnings or tax amount is in-
determinate (or that determination of a specific amount of earnings
or taxes is not feasible), then the earnings or tax amount so de-
scribed is treated as being zero. A specific earnings or tax amount
can be relied upon for purposes of Code section 965(b)(1) as long
as such amount is presented on the applicable financial statement
as satisfying the indefinite reversal criterion of Accounting Prin-
ciples Board Opinion 23 (“APB 23”) relating to deferred taxes on
undistributed foreign earnings, and is disclosed as required under
Financial Accounting Standards Board Statement 109 (“FAS 109”),
regardless of whether the exact words “permanently reinvested”
are used, and regardless of whether APB 23 or FAS 109 is cited
by name.

The provision also clarifies that the expense disallowance rule of
Code section 965(d)(2) applies only to deductions for expenses that
are directly allocable to the deductible portion of the dividend. For
these purposes, an expense is “directly allocable” if it relates di-
rectly to generating the dividend income in question. Thus, deduc-
tions for direct expenses such as certain legal and accounting fees
and stewardship costs are disallowed under this provision. Deduc-
tions for indirect expenses such as interest, research and experi-
mentation costs, sales and marketing costs, state and local taxes,
general and administrative costs, and depreciation and amortiza-
tion are not disallowed under this provision.

In addition, the provision clarifies that foreign taxes that are not
allowed as foreign tax credits by reason of Code section 965(d) do
not give rise to income inclusions under Code section 78.

The provision also clarifies that under Code section 965(e)(1), the
only foreign tax credits that may be used to reduce the tax on the
nondeductible portion of a dividend are credits for foreign taxes
that are attributable to the nondeductible portion of the dividend.
Credits for other foreign taxes cannot be used to reduce the tax on
the nondeductible portion of the dividend.

The provision also clarifies Code section 965(f) to provide that an
election to apply Code section 965 is timely if made on or before
the due date (including extensions) for filing the tax return for the
relevant taxable year.
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Treatment of deduction for State and local sales taxes under the
alternative minimum tax (Act sec. 501).—The provision clarifies
that the itemized deduction for State and local sales taxes does not
apply in calculating alternative minimum taxable income.

Naval shipbuilding (Act sec. 708).—The provision provides that
the five-taxable year period for use of the 40/60 percentage-of-com-
pletion/capitalized cost method is determined with respect to the
construction commencement date, not the contract commencement
date. The provision further provides that any change of accounting
method required by the provision is not subject to section 481.

Credit for production of refined coal (Act sec. 710).—The provision
strikes the word “synthetic” from the definition of refined coal to
carry out the intent that qualifying solid fuels produced from coal
(including lignite) meet two new primary standards, an emissions
reduction test and a value enhancement test, and not also be sub-
ject to a “chemical change” test promulgated under Treasury guid-
ance for certain fuels from coal to qualify for credit under Code sec.
29.

Tax treatment of expatriated entities and their foreign parents
(Act sec. 801).—The provision clarifies that the inversion gain rule
of Code section 7874(a)(1) does not apply to an entity that is an ex-
patriated entity with respect to an entity that is treated as a do-
mestic corporation under Code section 7874(b).

Expatriation of individuals (Act sec. 804).—The provision clarifies
that the exception to the requirement of minimal prior physical
presence in the United States is both for (i) teachers, students, ath-
letes, and foreign government individuals, and (ii) individuals re-
ceiving medical attention.

The provision clarifies that the Act does not create an additional
requirement that an individual file a statement under section
6039G if such a filing was not already required under present law.

The provision clarifies that taxpayers who lose citizenship or ter-
minate long-term resident status will continue to be treated for
Federal tax purposes as citizens or long-term residents until they
meet the notice and information reporting requirements of section
7701(n).

Penalty for failure to disclose reportable transactions (Act sec.
811).—The provision clarifies that the penalty for failing to disclose
participation in a reportable transaction applies to returns and
statements that are filed after the date of enactment, without re-
gard to the original or extended due date for such return or state-
ment.

Accuracy-related penalties for listed transactions and reportable
transactions with a significant tax avoidance purpose (Act sec.
812).—The provision clarifies that underpayments attributable to
an understatement resulting from participation in a listed trans-
action or a reportable transaction with a significant tax avoidance
purpose are not subject to accuracy- related penalties under section
6662 to the extent that an accuracy-related penalty under section
6662A is imposed upon such underpayment. (However, in the case
of underpayments resulting from substantial valuation
misstatements, the accuracy-related penalty under section 6662A
does not apply to the extent that the accuracy-related penalty
under section 6662 is applied to such underpayments (i.e., the sec-
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tion 6662 penalty amount is increased under section 6662(h) be-
cause the substantial valuation misstatement is determined to be
a gross valuation misstatement).) The provision clarifies that accu-
racy-related penalties under section 6662A do not apply to under-
payments to which a fraud penalty under section 6663 is applied.

The provision clarifies that, with respect to disqualified opinions,
the strengthened reasonable cause exception to section 6662A pen-
alties does not apply to the opinion of a tax advisor if (1) the opin-
ion was provided to the taxpayer before the date of enactment, (2)
the opinion relates to a transaction entered into before the date of
enactment, and (3) the tax treatment of items relating to the trans-
action was included on a return or statement filed by the taxpayer
before the date enactment.

Statute of limitations for unreported listed transactions (Act sec.
814).—The Act provides that the statute of limitations with respect
to an undisclosed listed transaction does not expire until one year
after the earlier of (1) the date on which the Secretary is furnished
the required information, or (2) the date on which a material advi-
sor satisfies the list maintenance requirements with respect to a
request by the Secretary. The provision clarifies that a “material
advisor” for this purpose includes either a material advisor as de-
fined in section 6111(b)(1) or, in the case of material aid, assist-
ance, or advice rendered on or before the date of enactment, a ma-
terial advisor as defined in Treasury regulations under section
6112. (See Treas. Reg. sec. 301.6112-1(c)(2).)

Material advisor list maintenance requirement and penalty (Act
sec. 815).—The provision clarifies that the penalty under section
6708 for failing to comply with the section 6112 list maintenance
requirements applies to both (1) material advisors with respect to
reportable transactions under present-law section 6112, and (2) or-
ganizers and sellers of potentially abusive tax shelters under prior-
law section 6112. (This provision also would clarify the determina-
tion of the date on which a material advisor satisfies the list main-
tenance requirements for purposes of the extended statute of limi-
tations for undisclosed listed transactions under section 814 of the
Act.)

Minimum holding period for withholding taxes on gain and in-
come other than dividends (Act sec. 832).—The provision clarifies
that the exception from the minimum holding period for certain
withholding taxes paid by registered or licensed brokers and deal-
ers on income and gain from securities also apply to gain from the
sale of stock.

Disallowance of certain partnership loss transfers (Act sec. 833).—
The provision redrafts the wording of the provision relating to basis
adjustments to undistributed partnership property in Code section
734(b) to clarify that it applies in the case of a distribution of prop-
erty to a partner by a partnership with respect to which there 1s
a substantial basis reduction.

Repeal of special rules for FASITs and modifications to rules for
REMICs (Act sec. 835).—The provision clarifies that, if more than
50 percent of the obligations transferred to, or purchased by, a
REMIC are originated by a government entity and are principally
secured by an interest in real property, then each obligation origi-
nated by a government entity and transferred to, or purposed by,
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the REMIC is treated as principally secured by an interest in real
property. Thus, the provision more closely aligns this rule with the
“principally secured” standard that generally is provided by the
definition of a qualified mortgage, and the provision clarifies that
the treatment of obligations as principally secured by an interest
in real property under this rule does not extend to obligations that
are not originated by a government entity.

Importation or transfer of built-in losses (Act sec. 836).—The pro-
vision provides that on the tax-free liquidation of a corporation, the
fair market value basis rule applies only to property described in
section 362(e)(1)(B), i.e., property which became subject to U.S. in-
come tax on the liquidation. The provision is drafted to conform the
scope of the liquidation rule to the rule applicable to transfers of
property by shareholders to corporations.

The provision provides that the election under section
362(e)(2)(C) to apply the basis limitation to the transferor’s stock
basis is made at such time and in such form and manner as the
Secretary may prescribe, and, once made, is irrevocable.

Sale of principal residence following section 1031 exchange (Act
sec. 840).—The provision clarifies that the exclusion under section
121 is denied on the sale or exchange of a principal residence by
a taxpayer who did not recognize gain under section 1031 on the
exchange in which the residence was acquired (or a by person
whose basis in the residence is determined in whole or in part with
reference to the basis of the residence in the hands of that tax-
payer). The provision also makes a clerical change to the num-
bering of paragraphs.

Limitation on deductions allocable to property used by tax-exempt
entities (Act sec. 849).—The Act establishes rules to limit deduc-
tions that are allocable to tax-exempt use property. For this pur-
pose, the Act generally defines “tax-exempt use property” by ref-
erence to the definition provided in section 168(h). Section 168(h)
generally provides that tax-exempt use property includes tangible
property that is leased to a tax-exempt entity, as well as certain
property owned by a partnership that has a tax-exempt partner
and provides for certain special allocations. The provision clarifies
that the deduction limitation rules established by the Act apply
without regard to whether the tax-exempt use property is treated
as such by reason of a lease or otherwise (e.g., because the property
is owned by a partnership that has a tax-exempt partner and pro-
vides for certain special allocations). In the case of property treated
as tax-exempt use property other than by reason of a lease, the
provision clarifies that the deduction limitation rules generally are
effective for property acquired after March 12, 2004.

Reporting with respect to donations of motor vehicles, boats and
airplanes (Act sec. 884).—The provision clarifies that the acknowl-
edgement by the donee organization is to include whether the
donee organization provided any goods or services in consideration
of the vehicle, and a description and good faith estimate of the
value of any such goods or services, or, if the goods or services con-
?ist solely of intangible religious benefits, a statement to that ef-
ect.

Nonqualified deferred compensation plans (Act sec. 885).—The
provision clarifies that the additional tax and interest under the
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nonqualified deferred compensation provision of the Act are not
treated as payments of regular tax for alternative minimum tax
purposes. The provision also clarifies that the application of the
rule providing that certain additional deferrals must be for a period
of not less than five years is not limited to the first payment for
which deferral is made. The provision also clarifies that Treasury
Department guidance providing a limited period during which
plans can conform to the requirements applies to plans adopted be-
fore January 1, 2005. The provision also clarifies that the effective
date of the funding provisions relating to offshore trusts and finan-
cial triggers is January 1, 2005. Thus, for example, amounts set
aside in an offshore trust before such date for the purpose of pay-
ing deferred compensation and plans providing for the restriction
of assets in connection with a change in the employer’s financial
health are subject to the funding provisions on January 1, 2005.
Under the provision, not later than 90 days after the date of enact-
ment of this provision, the Secretary of the Treasury shall issue
guidance under which a nonqualified deferred compensation plan
which is in violation of the requirements of the funding provisions
relating to offshore trusts and financial triggers will be treated as
not violating such requirements if the plan comes into conformance
with such requirements during a limited period as specified by the
Secretary in guidance. For example, trusts or assets set aside out-
side of the United States that would otherwise result in income in-
clusion and interest under the provision as of January 1, 2005, may
be modified to come into conformance with the provision during the
limited period of time as specified by the Secretary.

Identified straddles (Act sec. 888).—The provision clarifies that
taxpayers are permitted to identify a straddle as an identified
straddle under section 1092(a)(2)(B) (by making a clear and unam-
biguous identification on their books and records) without regard to
whether the Secretary has prescribed regulations under the man-
date in that section. The provision provides that the Secretary’s
mandate under the provision is to issue guidance in the form of
regulations or in another form.

Modification of treatment of transfers to creditors in divisive reor-
ganizations (Act sec. 898).—The provision clarifies that the amount
of the adjusted basis of property that is taken into account for pur-
poses of Code section 361(b)(3) is reduced by the liabilities assumed
(within the meaning of Code section 357(c)).

Nonqualified preferred stock (Act sec. 899).—The provision clari-
fies that the “real and meaningful likelihood” requirement under
the Act (which applies so that stock shall not be treated as partici-
pating in corporate growth to any significant extent unless there is
a “real and meaningful likelihood” of the shareholder actually par-
ticipating in the earnings and growth of the corporation) applies
also for purposes of determining whether stock is not stock that is
“limited and preferred as to dividends.”

Consistent amortization period for intangibles and treatment of
partnership organizational expenses (Act sec. 902).—The provision
corrects the reference to “taxpayers” to refer to “partnerships” in
the rules relating to deduction or amortization of partnership orga-
nizational expenses.



253

Limitation of employer deduction for certain entertainment ex-
penses (Act sec. 907).—Section 907 of the Act limits the deduction
for certain entertainment expenses with respect to specified indi-
viduals. A specified individual is defined as any individual subject
to the requirements of section 16(a) of the Securities Act of 1934
with respect to the taxpayer or who would be subject to such re-
quirements if the taxpayer were an issuer of equity securities. The
provision clarifies that a specified individual includes an individual
who is subject to the requirements of section 16(a) of the Securities
Act of 1934 with respect to a related entity of the taxpayer or who
would be subject to such requirements if the related entity were an
issuer of equity securities.

Amendment related to the Working Families Tax Relief Act
of 2004

Uniform definition of child (Act secs. 201, 203, and 207).—The
provision makes conforming amendments, consistent with those en-
acted with respect to various other provisions, for purposes of
health savings accounts, the dependent care credit, and dependent
care assistance programs. Under the conforming amendments, an
individual may qualify as a dependent for these limited purposes
without regard to whether the individual has gross income that ex-
ceeds an otherwise applicable gross income limitation or is married
and files a joint return. In addition, such an individual who is
treated as a dependent under these conforming amendment provi-
sions is not subject to the general rule that a dependent of a tax-
payer shall be treated as having no dependents for the taxable year
of such individual beginning in such calendar year.

The provision clarifies Code section 152(e) to permit a divorced
or legally separated custodial parent to waive, by written declara-
tion, his or her right to claim a child as a dependent for purposes
of the dependency exemption and child credit (but not with respect
to other child-related tax benefits). By means of the waiver, the
noncustodial parent is granted the right to claim the child as a de-
pendent for these purposes. The provision clarifies that the waiver
rules under the uniform definition of qualifying child operate as
under prior law.

Amendment related to the Jobs and Growth Tax Relief Rec-
onciliation Act of 2003

Bonus depreciation (Act sec. 201).—Present-law rules for addi-
tional first-year depreciation provide criteria under which certain
noncommercial aircraft, and certain property having longer produc-
tion periods (as described in Code section 168(k)(2)(B)), can qualify
for the extended placed-in-service date. The provision clarifies that
property acquired and placed in service during 2005 pursuant to a
written binding contract which was entered into after May 5, 2003,
and before January 1, 2005, is eligible for 50-percent additional
first-year depreciation deduction.

The provision corrects the reference to a date in the rules appli-
cable to qualified New York Liberty Zone property so that it refers
to the January 1, 2005, date in the corresponding rule for addi-
tional first-year depreciation in Code section 168(k).
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Amendments related to the Victims of Terrorism Tax Relief
Act of 2001

Rules relating to disclosure of taxpayer return information (Act
sec. 201).—The provision corrects cross references within the disclo-
sure rules (Code section 6103) relating to disclosure to the National
Archives and Records Administration.

Amendments related to the Economic Growth and Tax Relief
Reconciliation Act of 2001

Option to treat elective deferral as after-tax Roth contributions
(Act sec. 617).—A special rule allows employees with at least 15
years of service with certain organizations to make additional elec-
tive deferrals to a tax-deferred annuity, subject to an annual and
cumulative limit. The cumulative limit is $15,000, reduced by any
additional pretax elective deferrals made for preceding years. For
taxable years beginning after 2005, plans may allow employees to
designate pretax elective deferrals as Roth contributions. Under
the provision, the $15,000 cumulative limit is reduced also by des-
ignated Roth contributions made for preceding years.

Equitable treatment for contributions to defined contribution
plans (Act sec. 632).—Under the law as in effect before the Act, a
special limit applied to contributions to tax-sheltered annuities for
foreign missionaries with adjusted gross income not exceeding
$17,000. The special limit was inadvertently dropped by the Act.
The special limit was restored in a technical correction in the Job
Creation and Worker Assistance Act of 2002, but did not accurately
reflect the pre-Act rule. The provision revises the special limit to
reflect the pre-Act rule.

Amendments related to the Internal Revenue Service Restruc-
turing and Reform Act of 1998

Special procedures for third-party summons (Act sec. 3415).—
Code section 7609(c)(2)(F) provides that section 7609 does not apply
to a summons described in subsection (f) or (g), which refers to a
John Doe summons and certain emergency summonses, respec-
tively. The provision corrects this reference, so as to make only the
notice procedures of section 7609(a) inapplicable to a John Doe
summons or an emergency summons, rather than making the en-
tire section 7609 inapplicable.

Amendments related to the Taxpayer Relief Act of 1997

Tentative carryback and refund adjustments and treatment of
carrybacks or adjustments for certain unused deductions (Act sec.
1055).—The provision corrects a reference in rules relating to ten-
tative carryback and refund adjustments to refer to coordination
rules in Code section 6611(f)(4)(B). The provision also corrects a
reference in rules relating to carrybacks or adjustments for certain
unused deductions to refer to the filing date within the meaning of
Code section 6611(f)(4)(B).

Adjustments to basis of stock in controlled foreign corporations
(Act sec. 1112(b)).—The provision clarifies that the basis adjust-
ments of Code section 961(c) apply not only with respect to the
stock of the controlled foreign corporation that earns the subpart
F income that gives rise to the basis adjustments, but also with re-
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spect to the stock of higher-tier controlled foreign corporations in
the same chain of ownership.

Notice of certain transfers to foreign persons (Act sec. 1144).—The
provision corrects the omission of a conjunction in the description
of transfers that are generally subject to certain information re-
porting requirements.

Amendment related to the Omnibus Budget Reconciliation
Act of 1990

Depreciation of certain solar- or wind-powered equipment (Act sec.
11813).—The provision clarifies that 5—year property includes cer-
tain heating, cooling, and other equipment using solar or wind
(rather than solar and wind) energy.

Amendment related to the Omnibus Budget Reconciliation
Act of 1987

Clarification of earnings and profits and stock basis where LIFO
recapture tax applies (Act sec. 10227).—Under present law, the
LIFO recapture amount is included in the income of a C corpora-
tion that becomes an S corporation for its last taxable year that it
was a C corporation (sec. 1363(d)). Any increase in tax by reason
of this inclusion is payable in four equal annual installments. The
provision provides that the rules relating to (1) the prohibition on
adjustments of earnings and profits of an S corporation and (2) the
requirement to reduce the basis of stock of the S corporation by
reason of nondeductible expenses do not apply to any corporate tax
imposed by reason of section 1363(d). No inference is intended as
to the treatment of other corporate taxes.

Clerical amendments

The provisions include clerical and typographical amendments to
the Code, which are effective upon enactment (December 22, 2005).

B. Other Corrections (sec. 413 of the Act)

Amendments related to the American Jobs Creation Act of
2004

Expansion of bank S corporation eligible shareholders to include
IRAs (Act sec. 233).—The provision expands the provision in the
Act allowing certain bank stock to be held by an IRA (or to be sold
by an IRA to the beneficiary) to include stock in a depository hold-
ing company (as defined in section 3(w)(1) of the Federal Deposit
Insurance Act). A depository holding company includes a bank
holding company and a thrift holding company.

Exclusion of investment securities income from passive income test
for bank S corporations (Act sec. 237).—The provision expands the
rule in the Act which provides that, in the case of a bank, bank
holding company, or financial holding company, certain interest
and dividend income is not treated as passive under the S corpora-
tion passive investment income rules. Under the provision, this
rule applies to a bank and to a depository holding company (as de-
fined in section 3(w)(1) of the Federal Deposit Insurance Act). A de-
pository holding company includes a bank holding company and a
thrift holding company.
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Information returns for qualified subchapter S subsidiaries (Act
sec. 239).—The provision provides that an S corporation and a
qualified subchapter S subsidiary are recognized as a separate enti-
ties for purposes of making information returns, except as other-
wise provided by the Treasury Department.



PART TEN: EXTENSION OF PARITY IN THE APPLICATION
OF CERTAIN LIMITS TO MENTAL HEALTH BENEFITS
(PUBLIC LAW 109-151) 269

A. Extension of Parity in the Application of Certain Limits
to Mental Health Benefits (sec. 1 of the Act and sec.
9812(f)(3) of the Code, sec. 712(f) of ERISA and sec. 2705(f)
of the PHSA)

Present Law

The Code, the Employee Retirement Income Security Act of 1974
(“ERISA”) and the Public Health Service Act (“PHSA”) contain pro-
visions under which group health plans that provide both medical
and surgical benefits and mental health benefits cannot impose ag-
gregate lifetime or annual dollar limits on mental health benefits
that are not imposed on substantially all medical and surgical ben-
efits (“mental health parity requirements”). In the case of a group
health plan which provides benefits for mental health, the mental
health parity requirements do not affect the terms and conditions
(including cost sharing, limits on numbers of visits or days of cov-
erage, and requirements relating to medical necessity) relating to
the amount, duration, or scope of mental health benefits under the
plan, except as specifically provided in regard to parity in the impo-
sition of aggregate lifetime limits and annual limits.

The Code imposes an excise tax on group health plans which fail
to meet the mental health parity requirements. The excise tax is
equal to $100 per day during the period of noncompliance and is
generally imposed on the employer sponsoring the plan if the plan
fails to meet the requirements. The maximum tax that can be im-
posed during a taxable year cannot exceed the lesser of 10 percent
of the employer’s group health plan expenses for the prior year or
$500,000. No tax is imposed if the Secretary determines that the
employer did not know, and in exercising reasonable diligence
would not have known, that the failure existed.

The mental health parity requirements do not apply to group
health plans of small employers nor do they apply if their applica-
tion results in an increase in the cost under a group health plan
of at least one percent. Further, the mental health parity require-
ments do not require group health plans to provide mental health
benefits.

The Code, ERISA and PHSA mental health parity requirements
are scheduled to expire with respect to benefits for services fur-
nished after December 31, 2005.

269 H.R. 4579. The House passed the bill on the suspension calendar on December 17, 2005.
The Senate passed the bill by unanimous consent on December 22, 2005. The President signed
the bill on December 30, 2005.

(257)
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Explanation of Provision 270

The provision extends the present-law Code excise tax for failure
to comply with the mental health parity requirements through De-
cember 31, 2006. It also extends the ERISA and PHSA require-
ments through December 31, 2006.

Effective Date

The provision is effective on date of enactment (December 30,
2005).

270 The provision was subsequently extended in Division A, section 115 of the Tax Relief and
Health Care Act of 2006, Pub. L. 109—432, described in Part Fourteen.



PART ELEVEN: TAX INCREASE PREVENTION AND
RECONCILIATION ACT OF 2005 (PUBLIC LAW 109-222) 271

TITLE I—EXTENSION AND MODIFICATION OF CERTAIN
PROVISIONS

A. Extension of Increased Expensing for Small Business
(sec. 101 of the Act and sec. 179 of the Code)

Present Law

In lieu of depreciation, a taxpayer with a sufficiently small
amount of annual investment may elect to deduct (or “expense”)
such costs. Present law provides that the maximum amount a tax-
payer may expense, for taxable years beginning in 2003 through
2007, is $100,000 of the cost of qualifying property placed in service
for the taxable year.272 In general, qualifying property is defined
as depreciable tangible personal property that is purchased for use
in the active conduct of a trade or business. Off-the-shelf computer
software placed in service in taxable years beginning before 2008
is treated as qualifying property. The $100,000 amount is reduced
(but not below zero) by the amount by which the cost of qualifying

roperty placed in service during the taxable year exceeds
5400,000. The $100,000 and $400,000 amounts are indexed for in-
flation for taxable years beginning after 2003 and before 2008.

The amount eligible to be expensed for a taxable year may not
exceed the taxable income for a taxable year that is derived from
the active conduct of a trade or business (determined without re-
gard to this provision). Any amount that is not allowed as a deduc-
tion because of the taxable income limitation may be carried for-
ward to succeeding taxable years (subject to similar limitations).
No general business credit under section 38 is allowed with respect
to any amount for which a deduction is allowed under section 179.
An expensing election is made under rules prescribed by the Sec-
retary.273

For taxable years beginning in 2008 and thereafter (or before
2003), the following rules apply. A taxpayer with a sufficiently

271H.R. 4297. The House Committee on Ways and Means reported the bill on November 11,
2005 (H.R. Rep. No. 109-304). The House passed the bill on December 8, 2005. The Senate Com-
mittee on Finance reported S. 2020 on November 16, 2005. The Senate passed S. 2020 on No-
vember 18, 2005. The Senate passed H.R. 4297, as amended by the provisions of S. 2020, on
February 2, 2006. The conference report was filed on May 9, 2006 (H.R. Rep. No. 109-455). The
House passed the conference report on May 10, 2006, and the Senate passed the conference re-
port on May 11, 2006. The President signed the bill on May 17, 2006.

272 Additional section 179 incentives are provided with respect to a qualified property used by
a business in the New York Liberty Zone (sec. 1400L(f)), an empowerment zone (sec. 1397A),
or a renewal community (sec. 1400J).

273 Sec. 179(c)(1). Under Treas. Reg. sec. 179-5, applicable to property placed in service in tax-
able years beginning after 2002 and before 2008, a taxpayer is permitted to make or revoke an
election under section 179 without the consent of the Commissioner on an amended Federal tax
return for that taxable year. This amended return must be filed within the time prescribed by
law for filing an amended return for the taxable year. T.D. 9209, July 12, 2005.
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small amount of annual investment may elect to deduct up to
$25,000 of the cost of qualifying property placed in service for the
taxable year. The $25,000 amount is reduced (but not below zero)
by the amount by which the cost of qualifying property placed in
service during the taxable year exceeds $200,000. The $25,000 and
$200,000 amounts are not indexed. In general, qualifying property
is defined as depreciable tangible personal property that is pur-
chased for use in the active conduct of a trade or business (not in-
cluding off- the-shelf computer software). An expensing election
may be revoked only with consent of the Commissioner.274

Reasons for Change

The Congress believes that section 179 expensing provides two
important benefits for small businesses. First, it lowers the cost of
capital for property used in a trade or business. With a lower cost
of capital, the Congress believes small businesses will invest in
more equipment and employ more workers. Second, it eliminates
depreciation recordkeeping requirements with respect to expensed
property. In 2004, Congress acted to increase the value of these
benefits and to increase the number of taxpayers eligible for tax-
able years through 2007. The Congress believes that the changes
to section 179 expensing will continue to provide important benefits
if extended, and the Act therefore extends these changes for an ad-
ditional two years.

Explanation of Provision

The Act extends for two years the increased amount that a tax-
payer may deduct and the other section 179 rules applicable in tax-
able years beginning before 2008. Thus, under the provision, these
present-law rules continue in effect for taxable years beginning
after 2007 and before 2010.

Effective Date

The provision is effective for taxable years beginning after 2007.

B. Reduced Rates for Capital Gains and Dividends of
Individuals (sec. 102 of the Act and sec. 1(h) of the Code)

Present Law
Capital gains
In general

In general, gain or loss reflected in the value of an asset is not
recognized for income tax purposes until a taxpayer disposes of the
asset. On the sale or exchange of a capital asset, any gain generally
is included in income. Any net capital gain of an individual is gen-
erally taxed at maximum rates lower than the rates applicable to
ordinary income. Net capital gain is the excess of the net long-term
capital gain for the taxable year over the net short-term capital
loss for the year. Gain or loss is treated as long-term if the asset
is held for more than one year.

274 Sec. 179(c)(2).
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Capital losses generally are deductible in full against capital
gains. In addition, individual taxpayers may deduct capital losses
against up to $3,000 of ordinary income in each year. Any remain-
ing unused capital losses may be carried forward indefinitely to an-
other taxable year.

A capital asset generally means any property except (1) inven-
tory, stock in trade, or property held primarily for sale to cus-
tomers in the ordinary course of the taxpayer’s trade or business,
(2) depreciable or real property used in the taxpayer’s trade or
business, (3) specified literary or artistic property, (4) business ac-
counts or notes receivable, (5) certain U.S. publications, (6) certain
commodity derivative financial instruments, (7) hedging trans-
actions, and (8) business supplies. In addition, the net gain from
the disposition of certain property used in the taxpayer’s trade or
business is treated as long-term capital gain. Gain from the dis-
position of depreciable personal property is not treated as capital
gain to the extent of all previous depreciation allowances. Gain
from the disposition of depreciable real property is generally not
treated as capital gain to the extent of the depreciation allowances
in excess of the allowances that would have been available under
the straight-line method of depreciation.

Tax rates before 2009

Under present law, for taxable years beginning before January 1,
2009, the maximum rate of tax on the adjusted net capital gain of
an individual is 15 percent. Any adjusted net capital gain which
otherwise would be taxed at a 10- or 15-percent rate is taxed at a
five-percent rate (zero for taxable years beginning after 2007).
These rates apply for purposes of both the regular tax and the al-
ternative minimum tax.

Under present law, the “adjusted net capital gain” of an indi-
vidual is the net capital gain reduced (but not below zero) by the
sum of the 28-percent rate gain and the unrecaptured section 1250
gain. The net capital gain is reduced by the amount of gain that
the individual treats as investment income for purposes of deter-
mining the investment interest limitation under section 163(d).

The term “28-percent rate gain” means the excess of the sum of
the amount of net gain attributable to long-term capital gains and
losses from the sale or exchange of collectibles (as defined in sec-
tion 408(m) without regard to paragraph (3) thereof) and an
amount of gain equal to the additional amount of gain that would
be excluded from gross income under section 1202 (relating to cer-
tain small business stock) if the percentage limitations of section
1202(a) did not apply), over the sum of the net short-term capital
loss for the taxable year and any long-term capital loss carryover
to the taxable year.

“Unrecaptured section 1250 gain” means any long-term capital
gain from the sale or exchange of section 1250 property (i.e., depre-
ciable real estate) held more than one year to the extent of the gain
that would have been treated as ordinary income if section 1250
applied to all depreciation, reduced by the net loss (if any) attrib-
utable to the items taken into account in computing 28-percent rate
gain. The amount of unrecaptured section 1250 gain (before the re-
duction for the net loss) attributable to the disposition of property
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to which section 1231 (relating to certain property used in a trade
or business) applies may not exceed the net section 1231 gain for
the year.

An individual’s unrecaptured section 1250 gain is taxed at a
maximum rate of 25 percent, and the 28-percent rate gain is taxed
at a maximum rate of 28 percent. Any amount of unrecaptured sec-
tion 1250 gain or 28-percent rate gain otherwise taxed at a 10- or
15-percent rate is taxed at the otherwise applicable rate.

Tax rates after 2008

For taxable years beginning after December 31, 2008, the max-
imum rate of tax on the adjusted net capital gain of an individual
is 20 percent. Any adjusted net capital gain which otherwise would
be taxed at a 10- or 15-percent rate is taxed at a 10-percent rate.

In addition, any gain from the sale or exchange of property held
more than five years that would otherwise have been taxed at the
10-percent rate is taxed at an 8-percent rate. Any gain from the
sale or exchange of property held more than five years and the
holding period for which began after December 31, 2000, that
would otherwise have been taxed at a 20-percent rate is taxed at
an 18-percent rate.

The tax rates on 28-percent gain and unrecaptured section 1250
gain are the same as for taxable years beginning before 2009.

Dividends

In general

A dividend is the distribution of property made by a corporation
to its shareholders out of its after-tax earnings and profits.

Tax rates before 2009

Under present law, dividends received by an individual from do-
mestic corporations and qualified foreign corporations are taxed at
the same rates that apply to capital gains. This treatment applies
for purposes of both the regular tax and the alternative minimum
tax. Thus, for taxable years beginning before 2009, dividends re-
ceived by an individual are taxed at rates of five (zero for taxable
years beginning after 2007) and 15 percent.

If a shareholder does not hold a share of stock for more than 60
days during the 121-day period beginning 60 days before the ex-
dividend date (as measured under section 246(c)), dividends re-
ceived on the stock are not eligible for the reduced rates. Also, the
reduced rates are not available for dividends to the extent that the
taxpayer is obligated to make related payments with respect to po-
sitions in substantially similar or related property.

Qualified dividend income includes otherwise qualified dividends
received from qualified foreign corporations. The term “qualified
foreign corporation” includes a foreign corporation that is eligible
for the benefits of a comprehensive income tax treaty with the
United States which the Treasury Department determines to be
satisfactory and which includes an exchange of information pro-
gram. In addition, a foreign corporation is treated as a qualified
foreign corporation with respect to any dividend paid by the cor-
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poration with respect to stock that is readily tradable on an estab-
lished securities market in the United States.

Dividends received from a corporation that is a passive foreign
investment company (as defined in section 1297) in either the tax-
able year of the distribution, or the preceding taxable year, are not
qualified dividends.

Special rules apply in determining a taxpayer’s foreign tax credit
limitation under section 904 in the case of qualified dividend in-
come. For these purposes, rules similar to the rules of section
904(b)(2)(B) concerning adjustments to the foreign tax credit limita-
tion to reflect any capital gain rate differential will apply to any
qualified dividend income.

If a taxpayer receives an extraordinary dividend (within the
meaning of section 1059(c)) eligible for the reduced rates with re-
spect to any share of stock, any loss on the sale of the stock is
treated as a long-term capital loss to the extent of the dividend.

A dividend is treated as investment income for purposes of deter-
mining the amount of deductible investment interest only if the
taxpayer elects to treat the dividend as not eligible for the reduced
rates.

The amount of dividends qualifying for reduced rates that may
be paid by a regulated investment company (“RIC”) for any taxable
year in which the qualified dividend income received by the RIC is
less than 95 percent of its gross income (as specially computed)
may not exceed the sum of (i) the qualified dividend income of the
RIC for the taxable year and (ii) the amount of earnings and profits
accumulated in a non-RIC taxable year that were distributed by
the RIC during the taxable year.

The amount of dividends qualifying for reduced rates that may
be paid by a real estate investment trust (“REIT”) for any taxable
year may not exceed the sum of (i) the qualified dividend income
of the REIT for the taxable year, (ii) an amount equal to the excess
of the income subject to the taxes imposed by section 857(b)(1) and
the regulations prescribed under section 337(d) for the preceding
taxable year over the amount of these taxes for the preceding tax-
able year, and (iii) the amount of earnings and profits accumulated
in a non-REIT taxable year that were distributed by the REIT dur-
ing the taxable year.

The reduced rates do not apply to dividends received from an or-
ganization that was exempt from tax under section 501 or was a
tax-exempt farmers’ cooperative in either the taxable year of the
distribution or the preceding taxable year; dividends received from
a mutual savings bank that received a deduction under section 591;
or deductible dividends paid on employer securities.275

Tax rates after 2008

For taxable years beginning after 2008, dividends received by an
individual are taxed at ordinary income tax rates.

275In addition, for taxable years beginning before 2009, amounts treated as ordinary income
on the disposition of certain preferred stock (sec. 306) are treated as dividends for purposes of
applying the reduced rates; the tax rate for the accumulated earnings tax (sec. 531) and the
personal holding company tax (sec. 541) is reduced to 15 percent; and the collapsible corporation
rules (sec. 341) are repealed.
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Reasons for Change

The Congress believes that the lower capital gain and dividend
rates have had a positive effect on the economy and should be ex-
tended to continue to promote economic growth by increasing the
after-tax return to saving and investment. The Congress further
believes that the extension will encourage the payment of dividends
by corporations.

Explanation of Provision

The Act extends for two years the present-law provisions relating
to lower capital gain and dividend tax rates (through taxable years
beginning on or before December 31, 2010).

Effective Date

The provision applies to taxable years beginning after December
31, 2008.

C. Controlled Foreign Corporations

1. Subpart F exception for active financing income (sec.
103(a) of the Act and secs. 953 and 954 of the Code)

Present Law

Under the subpart F rules, 10-percent U.S. shareholders of a con-
trolled foreign corporation (“CFC”) are subject to U.S. tax currently
on certain income earned by the CFC, whether or not such income
is distributed to the shareholders. The income subject to current in-
clusion under the subpart F rules includes, among other things, in-
surance income and foreign base company income. Foreign base
company income includes, among other things, foreign personal
holding company income and foreign base company services income
(i.e., income derived from services performed for or on behalf of a
related person outside the country in which the CFC is organized).

Foreign personal holding company income generally consists of
the following: (1) dividends, interest, royalties, rents, and annu-
ities; (2) net gains from the sale or exchange of (a) property that
gives rise to the preceding types of income, (b) property that does
not give rise to income, and (c) interests in trusts, partnerships,
and REMICs; (3) net gains from commodities transactions; (4) net
gains from certain foreign currency transactions; (5) income that is
equivalent to interest; (6) income from notional principal contracts;
(7) payments in lieu of dividends; and (8) amounts received under
personal service contracts.

Insurance income subject to current inclusion under the subpart
F rules includes any income of a CFC attributable to the issuing
or reinsuring of any insurance or annuity contract in connection
with risks located in a country other than the CFC’s country of or-
ganization. Subpart F insurance income also includes income at-
tributable to an insurance contract in connection with risks located
within the CFC’s country of organization, as the result of an ar-
rangement under which another corporation receives a substan-
tially equal amount of consideration for insurance of other country
risks. Investment income of a CFC that is allocable to any insur-
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ance or annuity contract related to risks located outside the CFC’s
country of organization is taxable as subpart F insurance in-
come.276

Temporary exceptions from foreign personal holding company in-
come, foreign base company services income, and insurance income
apply for subpart F purposes for certain income that is derived in
the active conduct of a banking, financing, or similar business, or
in the conduct of an insurance business (so-called “active financing
income”).277

With respect to income derived in the active conduct of a bank-
ing, financing, or similar business, a CFC is required to be pre-
dominantly engaged in such business and to conduct substantial
activity with respect to such business in order to qualify for the ex-
ceptions. In addition, certain nexus requirements apply, which pro-
vide that income derived by a CFC or a qualified business unit
(“QBU”) of a CFC from transactions with customers is eligible for
the exceptions if, among other things, substantially all of the activi-
ties in connection with such transactions are conducted directly by
the CFC or QBU in its home country, and such income is treated
as earned by the CFC or QBU in its home country for purposes of
such country’s tax laws. Moreover, the exceptions apply to income
derived from certain cross border transactions, provided that cer-
tain requirements are met. Additional exceptions from foreign per-
sonal holding company income apply for certain income derived by
a securities dealer within the meaning of section 475 and for gain
from the sale of active financing assets.

In the case of insurance, in addition to a temporary exception
from foreign personal holding company income for certain income
of a qualifying insurance company with respect to risks located
within the CFC’s country of creation or organization, certain tem-
porary exceptions from insurance income and from foreign personal
holding company income apply for certain income of a qualifying
branch of a qualifying insurance company with respect to risks lo-
cated within the home country of the branch, provided certain re-
quirements are met under each of the exceptions. Further, addi-
tional temporary exceptions from insurance income and from for-
eign personal holding company income apply for certain income of
certain CFCs or branches with respect to risks located in a country
other than the United States, provided that the requirements for
these exceptions are met.

In the case of a life insurance or annuity contract, reserves for
such contracts are determined as follows for purposes of these pro-
visions. The reserves equal the greater of: (1) the net surrender
value of the contract (as defined in section 807(e)(1)(A)), including
in the case of pension plan contracts; or (2) the amount determined
by applying the tax reserve method that would apply if the quali-
fying life insurance company were subject to tax under Subchapter

276 Prop. Treas. Reg. sec. 1.953-1(a).

277 Temporary exceptions from the subpart F provisions for certain active financing income ap-
plied only for taxable years beginning in 1998. Those exceptions were modified and extended
for one year, applicable only for taxable years beginning in 1999. The Tax Relief Extension Act
of 1999 (Pub. L. No. 106-170) clarified and extended the temporary exceptions for two years,
applicable only for taxable years beginning after 1999 and before 2002. The Job Creation and
Worker Assistance Act of 2002 (Pub. L. No. 107-147) modified and extended the temporary ex-
ceptions for five years, for taxable years beginning after 2001 and before 2007.
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L of the Code, with the following modifications. First, there is sub-
stituted for the applicable Federal interest rate an interest rate de-
termined for the functional currency of the qualifying insurance
company’s home country, calculated (except as provided by the
Treasury Secretary in order to address insufficient data and simi-
lar problems) in the same manner as the mid-term applicable Fed-
eral interest rate (within the meaning of section 1274(d)). Second,
there is substituted for the prevailing State assumed rate the high-
est assumed interest rate permitted to be used for purposes of de-
termining statement reserves in the foreign country for the con-
tract. Third, in lieu of U.S. mortality and morbidity tables, mor-
tality and morbidity tables are applied that reasonably reflect the
current mortality and morbidity risks in the foreign country.
Fourth, the Treasury Secretary may provide that the interest rate
and mortality and morbidity tables of a qualifying insurance com-
pany may be used for one or more of its branches when appro-
priate. In no event may the reserve for any contract at any time
exceed the foreign statement reserve for the contract, reduced by
any catastrophe, equalization, or deficiency reserve or any similar
reserve.

Present law permits a taxpayer in certain circumstances, subject
to approval by the IRS through the ruling process or in published
guidance, to establish that the reserve of a life insurance company
for life insurance and annuity contracts is the amount taken into
account in determining the foreign statement reserve for the con-
tract (reduced by catastrophe, equalization, or deficiency reserve or
any similar reserve). IRS approval is to be based on whether the
method, the interest rate, the mortality and morbidity assump-
tions, and any other factors taken into account in determining for-
eign statement reserves (taken together or separately) provide an
appropriate means of measuring income for Federal income tax
purposes. In seeking a ruling, the taxpayer is required to provide
the IRS with necessary and appropriate information as to the
method, interest rate, mortality and morbidity assumptions and
other assumptions under the foreign reserve rules so that a com-
parison can be made to the reserve amount determined by applying
the tax reserve method that would apply if the qualifying insurance
company were subject to tax under Subchapter L of the Code (with
the modifications provided under present law for purposes of these
exceptions). The IRS also may issue published guidance indicating
its approval. Present law continues to apply with respect to re-
serves for any life insurance or annuity contract for which the IRS
has not approved the use of the foreign statement reserve. An IRS
ruling request under this provision is subject to the present-law
provisions relating to IRS user fees.

Reasons for Change

In the Taxpayer Relief Act of 1997, one-year temporary excep-
tions from foreign personal holding company income were enacted
for income from the active conduct of an insurance, banking, fi-
nancing, or similar business. In 1998, 1999, and 2002, the provi-
sions were extended, and in some cases, modified. The Congress be-
lieves that it is appropriate to extend the temporary provisions, as
modified by the previous legislation, for an additional two years.
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Explanation of Provision

The Act extends for two years (for taxable years beginning before
2009) the present-law temporary exceptions from subpart F foreign
personal holding company income, foreign base company services
income, and insurance income for certain income that is derived in
the active conduct of a banking, financing, or similar business, or
in the conduct of an insurance business.

Effective Date

The provision is effective for taxable years of foreign corporations
beginning after December 31, 2006, and for taxable years of U.S.
shareholders with or within which such taxable years of such for-
eign corporations end.

2. Look-through treatment of payments between related
controlled foreign corporations under foreign personal
holding company income rules (sec. 103(b) of the Act
and sec. 954(c) of the Code)

Present Law

In general, the rules of subpart F (secs. 951-964) require U.S.
shareholders with a 10-percent or greater interest in a controlled
foreign corporation (“CFC”) to include certain income of the CFC
(referred to as “subpart F income”) on a current basis for U.S. tax
purposes, regardless of whether the income is distributed to the
shareholders.

Subpart F income includes foreign base company income. One
category of foreign base company income is foreign personal hold-
ing company income. For subpart F purposes, foreign personal
holding company income generally includes dividends, interest,
rents, and royalties, among other types of income. However, foreign
personal holding company income does not include dividends and
interest received by a CFC from a related corporation organized
and operating in the same foreign country in which the CFC is or-
ganized, or rents and royalties received by a CFC from a related
corporation for the use of property within the country in which the
CFC is organized. Interest, rent, and royalty payments do not qual-
ify for this exclusion to the extent that such payments reduce the
subpart F income of the payor.

Reasons for Change

Most countries allow their companies to redeploy active foreign
earnings with no additional tax burden. The Congress believes that
this provision will make U.S. companies and U.S. workers more
competitive with respect to such countries. By allowing U.S. compa-
nies to reinvest their active foreign earnings where they are most
needed without incurring the immediate additional tax that compa-
nies based in many other countries never incur, the Congress be-
lieves that the provision will enable U.S. companies to make more
sales overseas, and thus produce more goods in the United States.
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Explanation of Provision 278

Under the Act, for taxable years beginning after 2005 and before
2009, and for taxable years of U.S. shareholders with or within
which such taxable years of such foreign corporations end, divi-
dends, interest,27° rents, and royalties received by one CFC from
a related CFC are not treated as foreign personal holding company
income to the extent attributable or properly allocable to non-sub-
part-F income of the payor. For this purpose, a related CFC is a
CFC that controls or is controlled by the other CFC, or a CFC that
is controlled by the same person or persons that control the other
CFC. Ownership of more than 50 percent of the CFC’s stock (by
vote or value) constitutes control for these purposes. The Act pro-
vides that the Secretary shall prescribe such regulations as are ap-
propriate to prevent the abuse of the purposes of this provision.

Effective Date

The provision is effective for taxable years of foreign corporations
beginning after December 31, 2005, and for taxable years of U.S.
shareholders with or within which such taxable years of such for-
eign corporations end.

278 The provision was subsequently amended in Division A, section 426 of the Tax Relief and
Health Care Act of 2006, Pub. L. No. 109-432, described in Part Fourteen.

279 Interest for this purpose includes factoring income which is treated as equivalent to inter-
est under sec. 954(c)(1)(E).



TITLE II—OTHER PROVISIONS

A. Taxation of Certain Settlement Funds (sec. 201 of the Act
and sec. 468B of the Code)

Present Law

Present law provides that if a taxpayer makes a payment to a
designated settlement fund pursuant to a court order, the deduc-
tion timing rules that require economic performance generally are
deemed to be met as the payments are made by the taxpayer to
the fund. A designated settlement fund means a fund which: is es-
tablished pursuant to a court order; extinguishes completely the
taxpayer’s tort liability arising out of personal injury, death or
property damage; is administered by persons a majority of whom
are independent of the taxpayer; and under the terms of the fund
the taxpayer (or any related person) may not hold any beneficial
interest in the income or corpus of the fund.

Generally, a designated or qualified settlement fund is taxed as
a separate entity at the maximum trust rate on its modified in-
come. Modified income is generally gross income less deductions for
administrative costs and other incidental expenses incurred in con-
nection with the operation of the settlement fund.

The cleanup of hazardous waste sites is sometimes funded by en-
vironmental “settlement funds” or escrow accounts. These escrow
accounts are established in consent decrees between the Environ-
mental Protection Agency (“EPA”) and the settling parties under
the jurisdiction of a Federal district court. The EPA uses these ac-
counts to resolve claims against private parties under Comprehen-
sive Environmental Response, Compensation and Liability Act of
1980 (“CERCLA”).

Present law provides that nothing in any provision of law is to
be construed as providing that an escrow account, settlement fund,
or similar fund is not subject to current income tax.

Reasons for Change

The Congress believes that environmental escrow accounts estab-
lished under court consent decrees are essential for the EPA to re-
solve or satisfy claims under the CERCLA. The tax treatment of
these settlement funds may prevent taxpayers from entering into
prompt settlements with the EPA for the cleanup of Superfund
hazardous waste sites and reduce the ultimate amount of funds
available for the sites’ cleanup. Because these settlement funds are
controlled by the government and, upon termination, any remain-
ing funds belong to the government, the Congress believes it is ap-
propriate to establish that these funds are to be treated as bene-
ficially owned by the United States.

(269)
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Explanation of Provision 250

The provision provides that certain settlement funds established
in consent decrees for the sole purpose of resolving claims under
CERCLA are to be treated as beneficially owned by the United
States government and therefore not subject to Federal income tax.

To qualify the settlement fund must be: (1) established pursuant
to a consent decree entered by a judge of a United States District
Court; (2) created for the receipt of settlement payments for the
sole purpose of resolving claims under CERCLA; (3) controlled (in
terms of expenditures of contributions and earnings thereon) by the
government or an agency or instrumentality thereof; and (4) upon
termination, any remaining funds will be disbursed to such govern-
ment entity and used in accordance with applicable law. For pur-
poses of the provision, a government entity means the United
States, any State of political subdivision thereof, the District of Co-
lumbia, any possession of the United States, and any agency or in-
strumentality of the foregoing.

The provision does not apply to accounts or funds established
after December 31, 2010.

Effective Date

The provision is effective for accounts and funds established after
the date of enactment (May 17, 2006).

B. Modifications to Rules Relating to Taxation of Distribu-
tions of Stock and Securities of a Controlled Corporation
(secs. 202 and 507 of the Act and sec. 355 of the Code)

Present Law

A corporation generally is required to recognize gain on the dis-
tribution of property (including stock of a subsidiary) to its share-
holders as if the corporation had sold such property for its fair mar-
ket value. In addition, the shareholders receiving the distributed
property are ordinarily treated as receiving a dividend of the value
of the distribution (to the extent of the distributing corporation’s
earnings and profits), or capital gain in the case of a stock buyback
that significantly reduces the shareholder’s interest in the parent
corporation.

An exception to these rules applies if the distribution of the stock
of a controlled corporation satisfies the requirements of section 355
of the Code. If all the requirements are satisfied, there is no tax
to the distributing corporation or to the shareholders on the dis-
tribution.

One requirement to qualify for tax-free treatment under section
355 is that both the distributing corporation and the controlled cor-
poration must be engaged immediately after the distribution in the
active conduct of a trade or business that has been conducted for
at least five years and was not acquired in a taxable transaction
during that period (the “active business test”).281 For this purpose,
a corporation is engaged in the active conduct of a trade or busi-

280 The provision was subsequently made permanent in Division A, section 409 of the Tax Re-
lief and Health Care Act of 2006, Pub. L. No. 109-432, described in Part Fourteen.
281 Section 355(b).
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ness only if (1) the corporation is directly engaged in the active con-
duct of a trade or business, or (2) the corporation is not directly en-
gaged in an active business, but substantially all its assets consist
of stock and securities of one or more corporations that it controls
that are engaged in the active conduct of a trade or business.282

In determining whether a corporation is directly engaged in an
active trade or business that satisfies the requirement, old IRS
guidelines for advance ruling purposes required that the value of
the gross assets of the trade or business being relied on must ordi-
narily constitute at least five percent of the total fair market value
of the gross assets of the corporation directly conducting the trade
or business.283 More recently, the IRS has suspended this specific
rule in connection with its general administrative practice of mov-
ing IRS resources away from advance rulings on factual aspects of
section 355 transactions in general.284

If the distributing or controlled corporation is not directly en-
gaged in an active trade or business, then the IRS takes the posi-
tion that the “substantially all” test as applied to that corporation
requires that at least 90 percent of the fair market value of the cor-
poration’s gross assets consist of stock and securities of a controlled
corporation that is engaged in the active conduct of a trade or busi-
ness.285

In determining whether assets are part of a five-year qualifying
active business, assets acquired more recently than five years prior
to the distribution, in a taxable transaction, are permitted to qual-
ify as five-year “active business” assets if they are considered to
have been acquired as part of an expansion of an existing business
that does so qualify.286

When a corporation holds an interest in a partnership, IRS rev-
enue rulings have allowed an active business of the partnership to
count as an active business of a corporate partner in certain cir-
cumstances. One such case involved a situation in which the cor-
poration owned at least 20 percent of the partnership, was actively
engaged in management of the partnership, and the partnership
itself had an active business.287

In addition to its active business requirements, section 355 does
not apply to any transaction that is a “device” for the distribution
of earnings and profits to a shareholder without the payment of tax
on a dividend. A transaction is ordinarily not considered a “device”
to avoid dividend tax if the distribution would have been treated
by the shareholder as a redemption that was a sale or exchange of
its stock, rather than as a dividend, if section 355 had not ap-
plied.288

282 Section 355(b)(2)(A). The IRS takes the position that the statutory test requires that at
least 90 percent of the fair market value of the corporation’s gross assets consist of stock and
securities of a controlled corporation that is engaged in the active conduct of a trade or business.
Rev. Proc. 96-30, sec. 4.03(5), 1996-1 C.B. 696; Rev. Proc. 77-37, sec. 3.04, 1977-2 C.B. 568.

283 Rev. Proc. 2003-3, sec. 4.01(30), 2003-1 I.LR.B. 113.

284 Rev. Proc. 2003-48, 2003—29 I.R.B. 86.

285Rev. Proc. 96-30, sec. 4.03(5), 1996-1 C.B. 696; Rev. Proc. 77-37, sec. 3.04, 1977-2 C.B.
568.

286 Treas. Reg. sec. 1.355-3(b)(ii).

287 Rev. Rul. 92-17, 1002-1 C.B. 142; see also, Rev. Rul. 200249, 2002-2 C.B. 50.

288 Treas. Reg. sec. 1.355-2(d)(5)(iv).
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Reasons for Change

Prior to a spin-off under section 355 of the Code, corporate
groups that have conducted business in separate corporate entities
often must undergo elaborate restructurings to place active busi-
nesses in the proper entities to satisfy the five-year active business
requirement. If the top-tier corporation of a chain that is being
spun off or retained is a holding company, then the requirements
regarding the activities of its subsidiaries are more stringent than
if the top-tier corporation itself engaged in some active business.
The Congress believed that it is appropriate to simplify planning
for corporate groups that use a holding company structure to en-
gage in distributions that qualify for tax-free treatment under sec-
tion 355.

Explanation of Provision

Under the provision, the active business test is determined by
reference to the relevant separate affiliated group. For the distrib-
uting corporation, the relevant separate affiliated group consists of
the distributing corporation as the common parent and all corpora-
tions affiliated with the distributing corporation through stock
ownership described in section 1504(a)(1)(B) (regardless of whether
the corporations are includible corporations under section 1504(b)),
immediately after the distribution. The relevant separate affiliated
group for a controlled corporation is determined in a similar man-
ner (with the controlled corporation as the common parent).

A separate part of the provision denies section 355 treatment if
either the distributing or distributed corporation is a disqualified
investment corporation immediately after the transaction (includ-
ing any series of related transactions) and any person that did not
hold 50 percent or more of the voting power or value of stock of
such distributing or controlled corporation immediately before the
transaction does hold a such a 50 percent or greater interest imme-
diately after such transaction.28° The attribution rules of section
318 apply for purposes of this determination.

A disqualified investment corporation is any distributing or con-
trolled corporation if the fair market value of the investment assets
of the corporation is two-thirds or more of the fair market value of
all assets of the corporation (75 percent (three-quarters) for dis-
tributions occurring during the one-year period beginning on May
17, 2006, the date of enactment). Except as otherwise provided, the
term “investment assets” for this purpose means (i) cash, (ii) any
stock or securities in a corporation, (iii) any interest in a partner-
ship, (iv) any debt instrument or other evidence of indebtedness; (v)
any option, forward or futures contract, notional principal contract,
or derivative; (vi) foreign currency, or (vii) any similar asset.

289 The disqualified investment corporation provision applies when a person directly or indi-
rectly holds 50 percent of either the vote or the value of a company immediately following a
distribution, and such person did not hold such 50 percent interest directly or indirectly prior
to the distribution. As one example, the provision applies if a person that held 50 percent or
more of the vote, but not of the value, of a distributing corporation immediately prior to a trans-
action in which a controlled corporation that was 100 percent owned by that distributing cor-
poration is distributed, directly or indirectly holds 50 percent of the value of either the distrib-
uting or controlled corporation immediately following such transaction.
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The term “investment assets” does not include any asset which
is held for use in the active and regular conduct of (i) a lending or
finance business (as defined in section 954(h)(4)); (ii) a banking
business through a bank (as defined in section 581), a domestic
building and loan association (within the meaning of section
7701(a)(19)), or any similar institution specified by the Secretary;
or (iii) an insurance business if the conduct of the business is li-
censed, authorized, or regulated by an applicable insurance regu-
latory body. These exceptions only apply with respect to any busi-
ness if substantially all the income of the business is derived from
persons who are not related (within the meaning of section 267(b)
or 707(b)(1)) to the person conducting the business.

The term “investment assets” also does not include any security
(as defined in section 475(c)(2)) which is held by a dealer in securi-
ties and to which section 475(a) applies.

The term “investment assets” also does not include any stock or
securities in, or any debt instrument, evidence of indebtedness, op-
tion, forward or futures contract, notional principal contract, or de-
rivative issued by, a corporation which is a 20-percent controlled
entity with respect to the distributing or controlled corporation. In-
stead, the distributing or controlled corporation is treated as own-
ing its ratable share of the assets of any 20-percent controlled enti-
ty.
The term 20-percent controlled entity means any corporation
with respect to which the corporation in question (distributing or
controlled) owns directly or indirectly stock possessing at least 20
percent of voting power and value, excluding stock that is not enti-
tled to vote, is limited and preferred as to dividends and does not
participate in corporate growth to any significant extent, has re-
demption and liquidation rights which do not exceed the issue price
of such stock (except for a reasonable redemption or liquidation
premium), and is not convertible into another class of stock.

The term “investment assets” also does not include any interest
in a partnership, or any debt instrument or other evidence of in-
debtedness issued by the partnership, if one or more trades or busi-
nesses of the partnership are, (or without regard to the 5-year re-
quirement of section 355(b)(2)(B), would be) taken into account by
the distributing or controlled corporation, as the case may be, in
determining whether the active business test of section 355 is met
by such corporation.

The Treasury department shall provide regulations as may be
necessary to carry out, or prevent the avoidance of, the purposes
of the provision, including regulations in cases involving related
persons, intermediaries, pass-through entities, or other arrange-
ments; and the treatment of assets unrelated to the trade or busi-
ness of a corporation as investment assets if, prior to the distribu-
tion, investment assets were used to acquire such assets. Regula-
tions may also in appropriate cases exclude from the application of
the provision a distribution which does not have the character of
a redemption and which would be treated as a sale or exchange
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under section 302, and may modify the application of the attribu-
tion rules.290

Effective Date

The first part of the provision, relating to the application of the
active business requirement by reference to the relevant separate
affiliated group, applies to distributions after May 17, 2006 (the
date of enactment) and on or before December 31, 2010,291 with
three exceptions. The provision does not apply to distributions (1)
made pursuant to an agreement which is binding on May 17, 2006,
and at all times thereafter, (2) described in a ruling request sub-
mitted to the IRS on or before May 17, 2006, or (3) described on
or before May 17, 2006 in a public announcement or in a filing with
the Securities and Exchange Commission. The distributing corpora-
tion may irrevocably elect not to have the exceptions described
above apply.

The relevant separate affiliated group part of the provision also
applies, solely for the purpose of determining whether, after May
17, 2006, there is continuing qualification under the requirements
of section 355(b)(2)(A) of distributions made before such date, as a
result of an acquisition, disposition, or other restructuring after
such date and on or before December 31, 2010.292

The part of the provision relating to transactions involving a dis-
qualified investment corporation is effective for distributions after
May 17, 2006, except in transactions which are (i) made pursuant
to an agreement which was binding on May 17, 2006 enactment
and at all times thereafter; (ii) described in a ruling request sub-
mitted to the Internal Revenue Service on or before such date, or
(iii) described on or before such date in a public announcement or
in a filing with the Securities and Exchange Commission.

C. Qualified Veterans’ Mortgage Bonds (sec. 203 of the Act
and sec. 143 of the Code)

Present Law

Private activity bonds are bonds that nominally are issued by
States or local governments, but the proceeds of which are used (di-
rectly or indirectly) by a private person and payment of which is
derived from funds of such private person. The exclusion from in-
come for State and local bonds does not apply to private activity
bonds, unless the bonds are issued for certain permitted purposes
(“qualified private activity bonds”). The definition of a qualified pri-

290The enumeration of specific situations that Treasury regulations may address is not in-
tended to restrict or limit any other situations that Treasury may address under the general
authority of new section 355(g)(5) to carry out, or prevent the avoidance of, the purposes of the
disqualified investment corporation provision.

291 The provision was subsequently made permanent in Division A, section 410 of the Tax Re-
lief and Health Care Act of 2006, Pub. L. No. 109-432, described in Part Fourteen.

292For example, a holding company taxpayer that had distributed a controlled corporation in
a spin-off before the date of enactment, in which spin-off the taxpayer satisfied the “substan-
tially all” active business stock test of section 355(b)(2)(A) (as in effect before the date of enact-
ment) immediately after the distribution, would not be deemed to have failed to satisfy any re-
quirement that it continue that same qualified structure for any period of time after the dis-
tribution, solely because of a restructuring that occurs after May 17, 2006 and before January
1, 2011, and that would satisfy the requirements of new section 355(b)(2)(A). Under the exten-
sion of the effective date described in the immediately preceding footnote, the requirement that
the restructuring occur before January 1, 2011 is removed.
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vate activity bond includes both qualified mortgage bonds and
qualified veterans’ mortgage bonds.

Qualified veterans’ mortgage bonds are private activity bonds the
proceeds of which are used to make mortgage loans to certain vet-
erans. Authority to issue qualified veterans’ mortgage bonds is lim-
ited to States that had issued such bonds before June 22, 1984.
Qualified veterans’ mortgage bonds are not subject to the State vol-
ume limitations generally applicable to private activity bonds. In-
stead, annual issuance in each State is subject to a State volume
limitation based on the volume of such bonds issued by the State
before June 22, 1984. The five States eligible to issue these bonds
are Alaska, California, Oregon, Texas, and Wisconsin. Loans fi-
nanced with qualified veterans’ mortgage bonds can be made only
with respect to principal residences and can not be made to acquire
or replace existing mortgages. Mortgage loans made with the pro-
ceeds of these bonds can be made only to veterans who served on
active duty before 1977 and who applied for the financing before
the date 30 years after the last date on which such veteran left ac-
tive service (the “eligibility period”).

Qualified mortgage bonds are issued to make mortgage loans to
qualified mortgagors for owner-occupied residences. The Code im-
poses several limitations on qualified mortgage bonds, including in-
come limitations for homebuyers and purchase price limitations for
the home financed with bond proceeds. In addition, qualified mort-
gage bonds generally cannot be used to finance a mortgage for a
homebuyer who had an ownership interest in a principal residence
in the three years preceding the execution of the mortgage (the
“first-time homebuyer” requirement).

Reasons for Change

The Congress believes that the qualified veterans’ mortgage bond
program should be expanded to more recent veterans including po-
tentially the men and women serving on active duty today. The
Congress also believes that such an expansion requires modified
volume limits for these bonds.

Explanation of Provision 293

In the case of qualified veterans’ mortgage bonds issued by the
States of Alaska, Oregon, and Wisconsin, the provision repeals the
requirement that veterans receiving loans financed with qualified
veterans’ mortgage bonds must have served before 1977. In addi-
tion, the provision reduces the eligibility period for applying for a
loan following release from the military service to 25 years (rather
than 30 years) for loans financed with bonds issued by the States
of Alaska, Oregon, and Wisconsin.

The provision also provides new State volume limits for qualified
veterans’ mortgage bonds issued by the States of Alaska, Oregon,
and Wisconsin. In 2010, the new annual limit on the total volume
of veterans’ bonds that may be issued by each of these three States
is $25 million. These volume limits are phased-in over the four-
year period immediately preceding 2010 by allowing the applicable

293 The provision was subsequently made permanent in Division A, section 411 of the Tax Re-
lief and Health Care Act of 2006, Pub. L. 109-432, described in Part Fourteen.
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percentage of the 2010 volume limits. The following table provides
those percentages.

Applicable Per-

Calendar Year: centage is:

2006 ..o e e e e e e e e e e e e aaaees 20 percent
2007 e e e e e e e e e aaaaees 40 percent
2008 e e e e e e e e e e aaaaees 60 percent
2009 e e e e e e e aaaens 80 percent

The volume limits are zero for 2011 and each year thereafter.
Unused allocation cannot be carried forward to subsequent years.

The provision does not amend present law as it relates to quali-
fied veterans’ mortgage bonds issued by the States of California or
Texas.

Effective Date

The provision expanding the definition of eligible veterans ap-
plies to bonds issued on or after the date of enactment (May 17,
2006). The provision amending State volume limitations applies to
allocations of volume limitation made after April 5, 2006.

D. Capital Gains Treatment for Certain Self-Created Musical
Works (sec. 204 of the Act and sec. 1221 of the Code)

Present Law
Capital gains

The maximum tax rate on the net capital gain income of an indi-
vidual is 15 percent for taxable years beginning in 2006. By con-
trast, the maximum tax rate on an individual’s ordinary income is
35 percent. The reduced 15-percent rate generally is available for
gain from the sale or exchange of a capital asset for which the tax-
payer has satisfied a holding-period requirement. Capital assets
generally include all property held by a taxpayer with certain spec-
ified exclusions.

An exclusion from the definition of a capital asset applies to in-
ventory property or property held by a taxpayer primarily for sale
to customers in the ordinary course of the taxpayer’s trade or busi-
ness. Another exclusion from capital asset status applies to copy-
rights, literary, musical, or artistic compositions, letters or memo-
randa, or similar property held by a taxpayer whose personal ef-
forts created the property (or held by a taxpayer whose basis in the
property is determined by reference to the basis of the taxpayer
whose personal efforts created the property). Consequently, when
a taxpayer that owns copyrights in, for example, books, songs, or
paintings that the taxpayer created (or when a taxpayer to which
the copyrights have been transferred by the works’ creator in a
substituted basis transaction) sells the copyrights, gain from the
sale is treated as ordinary income, not capital gain.
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Charitable contributions

A taxpayer generally is allowed a deduction for the fair market
value of property contributed to a charity. If a taxpayer makes a
contribution of property that would have generated ordinary in-
come (or short-term capital gain), the taxpayer’s charitable con-
Eribution deduction generally is limited to the property’s adjusted

asis.

Reasons for Change

The Congress believes it is appropriate to allow taxpayers to
treat as capital gain the income from a sale or exchange of musical
compositions or copyrights in musical works the taxpayer created.

Explanation of Provision 294

The provision provides that at the election of a taxpayer, the sale
or exchange before January 1, 2011 of musical compositions or
copyrights in musical works created by the taxpayer’s personal ef-
forts (or having a basis determined by reference to the basis in the
hands of the taxpayer whose personal efforts created the composi-
tions or copyrights) is treated as the sale or exchange of a capital
asset. The provision does not change the present law limitation on
a taxpayer’s charitable deduction for the contribution of those com-
positions or copyrights.

Effective Date

The provision is effective for sales or exchanges in taxable years
beginning after the date of enactment (May 17, 2006).

E. Decrease Minimum Vessel Tonnage Limit to 6,000 Dead-
weight Tons (sec. 205 of the Act and sec. 1355 of the Code)

Present Law

The United States employs a “worldwide” tax system, under
which domestic corporations generally are taxed on all income, in-
cluding income from shipping operations, whether derived in the
United States or abroad. In order to mitigate double taxation, a for-
eign tax credit for income taxes paid to foreign countries is pro-
vided to reduce or eliminate the U.S. tax owed on such income,
subject to certain limitations.

Generally, the United States taxes foreign corporations only on
income that has a sufficient nexus to the United States. Thus, a
foreign corporation is generally subject to U.S. tax only on income,
including income from shipping operations, which is “effectively
connected” with the conduct of a trade or business in the United
States (sec. 882). Such “effectively connected income” generally is
taxed in the same manner and at the same rates as the income of
a U.S. corporation.

The United States imposes a four percent tax on the amount of
a foreign corporation’s U.S. source gross transportation income (sec.
887). Transportation income includes income from the use (or hir-

294 The provision was subsequently made permanent in Division A, section 412 of the Tax Re-
lief and Health Care Act of 2006, Pub. L. No. 109-432, described in Part Fourteen.
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ing or leasing for use) of a vessel and income from services directly
related to the use of a vessel. Fifty percent of the transportation
income attributable to transportation that either begins or ends
(but not both) in the United States is treated as U.S. source gross
transportation income. The tax does not apply, however, to U.S.
source gross transportation income that is treated as income effec-
tively connected with the conduct of a U.S. trade or business. U.S.
source gross transportation income is not treated as effectively con-
nected income unless (1) the taxpayer has a fixed place of business
in the United States involved in earning the income, and (2) sub-
stantially all the income is attributable to regularly scheduled
transportation.

The tax imposed by section 882 or 887 on income from shipping
operations may be limited by an applicable U.S. income tax treaty
or by an exemption of a foreign corporation’s international shipping
operations income in instances where a foreign country grants an
equivalent exemption (sec. 883).

Notwithstanding the general rules described above, the American
Jobs Creation Act of 2004 (“AJCA”)295 generally allows corpora-
tions that are qualifying vessel operators29¢ to elect a “tonnage
tax” in lieu of the corporate income tax on taxable income from cer-
tain shipping activities. Accordingly, an electing corporation’s gross
income does not include its income from qualifying shipping activi-
ties (and items of loss, deduction, or credit are disallowed with re-
spect to such excluded income), and electing corporations are only
subject to tax on these activities at the maximum corporate income
tax rate on their notional shipping income, which is based on the
net tonnage of the corporation’s qualifying vessels.297 No deduc-
tions are allowed against the notional shipping income of an elect-
ing corporation, and no credit is allowed against the notional tax
imposed under the tonnage tax regime. In addition, special deferral
rules apply to the gain on the sale of a qualifying vessel, if such
vessel is replaced during a limited replacement period.

Generally, a “qualifying vessel” is defined as a self-propelled (or
a combination of self-propelled and non-self-propelled) U.S.-flag
vessel of not less than 10,000 deadweight tons 298 that is used ex-
clusively in the U.S. foreign trade.

295 Pub. L. No. 108-357, sec. 248. The tonnage tax regime is effective for taxable years begin-
ning after the date of enactment of AJCA (October 22, 2004).

296 Generally, a qualifying vessel operator is a corporation that (1) operates one or more quali-
fying vessels and (2) meets certain requirements with respect to its shipping activities.

297 An electing corporation’s notional shipping income for the taxable year is the product of
the following amounts for each of the qualifying vessels it operates: (1) the daily notional ship-
ping income from the operation of the qualifying vessel, and (2) the number of days during the
taxable year that the electing corporation operated such vessel as a qualifying vessel in the
United States foreign trade. The daily notional shipping income from the operation of a quali-
fying vessel is (1) 40 cents for each 100 tons of so much of the net tonnage of the vessel as
does not exceed 25,000 net tons, and (2) 20 cents for each 100 tons of so much of the net tonnage
of the vessel as exceeds 25,000 net tons. “United States foreign trade” means the transportation
of goods or passengers between a place in the United States and a foreign place or between for-
eign places. The temporary use in the United States domestic trade (i.e., the transportation of
goods or passengers between places in the United States) of any qualifying vessel or the tem-
porary ceasing to use a qualifying vessel may be disregarded, under special rules.

298 Deadweight measures the lifting capacity of a ship expressed in long tons (2,240 lbs.), in-
cluding cargo, crew, and consumables such as fuel, lube oil, drinking water, and stores. It is
the difference between the number of tons of water a vessel displaces without such items on
board and the number of tons it displaces when fully loaded.
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Reasons for Change

The Congress believes that the tonnage tax regime provides oper-
ators of qualifying U.S.-flag vessels in the U.S. foreign trade the
opportunity to be competitive with their tax-advantaged foreign
competitors. However, there are a number of U.S.-flag vessels that
are operated in the U.S. foreign trade but which do not qualify for
tonnage tax treatment because their carrying capacity is less than
10,000 deadweight tons. The Congress believes that the expansion
of the tonnage tax regime to smaller vessels will permit the opera-
tors of such vessels to be competitive with their foreign competitors
as well as with their larger U.S.-flag competitors.

Explanation of Provision 299

The provision expands the definition of “qualifying vessel” to in-
clude self-propelled (or a combination of self-propelled and non-self-
propelled) U.S. flag vessels of not less than 6,000 deadweight tons
used exclusively in the United States foreign trade. The modified
definition applies for taxable years beginning after December 31,
2005, and ending before January 1, 2011.

Effective Date

The provision applies to taxable years beginning after December
31, 2005.

F. Modification of Special Arbitrage Rule for Certain Funds
(sec. 206 of the Act)

Present Law

In general, present-law tax-exempt bond arbitrage restrictions
provide that interest on a State or local government bond is not eli-
gible for tax-exemption if the proceeds are invested, directly or in-
directly, in materially higher yielding investments or if the debt
service on the bond is secured by or paid from (directly or indi-
rectly) such investments. An exception to the arbitrage restrictions,
enacted in 1984, provides that the pledge of income from invest-
ments in the Texas Permanent University Fund (the “Fund”) as se-
curity for a limited amount of tax-exempt bonds will not cause in-
terest on those bonds to be taxable. The terms of this exception are
limited to State constitutional or statutory restrictions continuously
in effect since October 9, 1969. In addition, the exception only ap-
plies to an amount of tax-exempt bonds that does not exceed 20
percent of the value of the Fund.

The Fund consists of certain State lands that were set aside for
the benefit of higher education, the income from mineral rights to
these lands, and certain other earnings on Fund assets. The Texas
constitution directs that monies held in the Fund are to be invested
in interest-bearing obligations and other securities. Income from
the Fund is apportioned between two university systems operated
by the State. Tax-exempt bonds issued by the university systems

299 The provision was subsequently made permanent in Division A, section 413 of the Tax Re-
lief and Health Care Act of 2006, Pub. L. No. 109-432, described in Part Fourteen.
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to finance buildings and other permanent improvements were se-
cured by and payable from the income of the Fund.

Prior to 1999, the constitution did not permit the expenditure or
mortgage of the Fund for any purpose. In 1999, the State constitu-
tional rules governing the Fund were modified with regard to the
manner in which amounts in the Fund are distributed for the ben-
efit of the two university systems. The State constitutional amend-
ments allow for the possibility that in the event investment earn-
ings are less than annual debt service on the bonds some of the
debt service could be considered as having been paid with the Fund
corpus. The 1984 exception refers only to bonds secured by invest-
ment earnings on securities or obligations held by the Fund. De-
spite the constitutional amendments, the IRS has agreed to con-
tinue to apply the 1984 exception to the Fund through August 31,
2007, if clarifying legislation is introduced in the 109th Congress
prior to August 31, 2005. Clarifying legislation was introduced in
the 109th Congress on May 26, 2005.300

Reasons for Change

The Congress understands that the State constitutional amend-
ments have the effect of permitting the Fund to make annual dis-
tributions in a manner similar to standard university endowment
funds, rather than tying distributions to annual income perform-
ance, which can create a variable pattern of distributions. The Con-
gress does not believe that the Fund should lose the benefits of the
1984 exception from the tax-exempt bond arbitrage restrictions by
adopting a more modern approach to the management of Fund dis-
tributions.

Explanation of Provision 391

The provision codifies and extends the IRS agreement for bonds
issued before August 31, 2009. The 1984 exception is conformed to
the State constitutional amendments to permit its continued appli-
cability to bonds of the two university systems. The limitation on
the aggregate amount of bonds which may benefit from the excep-
tion dis not modified, and remains at 20 percent of the value of the
Fund.

Effective Date

The provision is effective for bonds issued after the date of enact-
ment (May 17, 2006).

G. Amortization of Expenses Incurred in Creating or Acquir-
ing Music or Music Copyrights (sec. 207 of the Act and sec.
167(g) of the Code)

Present Law

A taxpayer is allowed to recover, through annual depreciation de-
ductions, the cost of certain property used in a trade or business

300 R. 2661.
301The provision was subsequently made permanent in Division A, section 414 of the Tax Re-
lief and Health Care Act of 2006, Pub. L. No. 109-432, described in Part Fourteen.
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or for the production of income. Section 167(g) provides that the
cost of motion picture films, sound recordings, copyrights, books,
patents, and other property specified in regulations is eligible to be
recovered using the income forecast method of depreciation.

Under the income forecast method, the depreciation deduction
with respect to eligible property for a taxable year is determined
by multiplying the adjusted basis of the property by a fraction, the
numerator of which is the income generated by the property during
the year, and the denominator of which is the total forecasted or
estimated income expected to be generated prior to the close of the
tenth taxable year after the year the property was placed in serv-
ice. Any costs that are not recovered by the end of the tenth tax-
able year after the property was placed in service may be taken
into account as depreciation in such year.

The adjusted basis of property that may be taken into account
under the income forecast method includes only amounts that sat-
isfy the economic performance standard of section 461(h) (except in
the case of certain participations and residuals). In addition, tax-
payers that claim depreciation deductions under the income fore-
cast method are required to pay (or receive) interest based on a re-
calculation of depreciation under a “look-back” method.

The “look-back” method is applied in any “recomputation year”
by (1) comparing depreciation deductions that had been claimed in
prior periods to depreciation deductions that would have been
claimed had the taxpayer used actual, rather than estimated, total
income from the property; (2) determining the hypothetical over-
payment or underpayment of tax based on this recalculated depre-
ciation; and (3) applying the overpayment rate of section 6621 of
the Code. Except as provided in Treasury regulations, a “recompu-
tation year” is the third and tenth taxable year after the taxable
year the property was placed in service, unless the